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ABSTRACT
JAMISON RAE PAYNE: Financial Accounting Principles: A Collection of Case Studies
(Under the direction of Victoria Dickinson)
This research paper was developed over the course of two semesters under the
instruction of Dr. Victoria Dickinson in the honors course ACCY 420. Each week for
twelve weeks, we received a case study with various research topics and questions that
we were to answer during the course of the week. Each study required us to research a
different accounting topic, such as the Generally Accepted Accounting Principles
(GAAP), internships, and financial statements, that helped further our knowledge on the
subjects involved. During this course, and in the creation of this research paper, my
knowledge of accounting topics grew to a level that I would have never reached had I
not been challenged each week with researching difficult topics. Each case that I
researched allowed me to put my accounting knowledge to use in a very practical way.
The cases we studied were very carefully chosen so that we would have more of a
comprehensive knowledge of accounting as it is applied today.

Financial Accounting Principles: A Collection of Case Studies | iii

TABLE OF CONTENTS
Case Study One – Data Analytics Case …………………………………………………………………… 1
Case Study Two – Rocky Mountain Chocolate Factory, Inc. Case ..………………………… 9
Case Study Three – Internship Scenarios Case .……………………………………………………… 22
Case Study Four – Debt Securities Case .…………………..…………………………………………… 28
Case Study Five – City Selection Case .…………………………………………………………………… 35
Case Study Six – WorldCom Case .…………………………………………………………………………. 50
Case Study Seven – Starbucks Case .……………………………………………………………………… 57
Case Study Eight – BP Oil Spill Case .……………………………………………………………………… 74
Case Study Nine – Wendy’s Case ..………………………………………………………………………… 84
Case Study Ten – Johnson & Johnson Case …………………………………………………………… 95
Case Study Eleven – On the Balance Sheet-Based
Model of Financial Reporting Case ……………………………………………………………. 108
Case Study Twelve – Google, Inc. Case ..………………………………………………………………… 118

Financial Accounting Principles: A Collection of Case Studies | iv

TABLE OF FIGURES
Figure 2.1: Beginning Balances and Transactions One – Two ..……………………………. 12
Figure 2.2: Transactions Three – Five .…………………………………………………………………. 13
Figure 2.3: Transactions Six - Eight ……….……………………………………………………………. 14
Figure 2.4: Transactions Nine – Eleven .………………………………………………………………. 15
Figure 2.5: Unadjusted Trial Balance and Transactions Twelve - Thirteen .………….. 16
Figure 2.6: Transactions Fourteen – Fifteen and Pre-Closing Trial Balance …………. 17
Figure 2.7: Transaction Sixteen and Post-Closing Trial Balance ..………..………………. 18
Figure 2.8: Income Statement ..…………………………………………………………………………… 19
Figure 2.9: Balance Sheet .…………………………………………………………………………………… 20
Figure 2.10: Operating, Investing, or Financing .…………………………………………………. 21
Figure 5.1: Topographical Map of Memphis, TN .………………………………………………… 37
Figure 5.2: Example One of Memphis Apartment .………………………………………………. 40
Figure 5.3: Example Two of Memphis Apartment .………………………………………………. 40
Figure 5.4: Budget for Memphis .………………………………………………………………………… 42
Figure 5.5: Topographical Map of New Orleans, LA .…………………………………………… 43
Figure 5.6: Example One of New Orleans Apartment ..………………………………………… 45
Figure 5.7: Example Two of New Orleans Apartment ..………………………………………… 46
Figure 5.8: Budget For New Orleans. ………………………………………………………………….. 47
Figure 7.1: Starbucks’ Common Size Statement of Earnings ………………………………… 64
Figure 7.2: Starbucks’ Common Size Balance Sheet ……………..……………………………… 65

Financial Accounting Principles: A Collection of Case Studies |

v

Figure 9.1: Wendy’s Investment Tree …………………..…………………………………………… 90
Figure 10.1: Flow of Defined Benefit Plan …………..………………………………..…………… 99

Financial Accounting Principles: A Collection of Case Studies | vi

Case Study One
Data Analytics Case
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Summary of the Case:
For this case, I was assigned a data and analytics tool, Tableau, to research and
develop an adequate understanding of the tool so that I could better understand an
aspect of the data and analytics world. The group I was placed in began to research and
discuss what Tableau actually was and its role in analyzing data. As we got a basic
understanding of the tool, we began going through and discussing the questions that
were presented to us. This case was especially eye-opening to me because I had never
been introduced to any type of data analysis tool other than Microsoft Excel. I learned
that this tool is useful in visually representing data for better understanding of the data.
Sometimes a person has all these numbers and information but can’t put them together
in a way that is easily understandable; Tableau does this in a visually appealing way.
Tableau can help businesses become more successful because it has the ability to show
necessary information to help businesses make better decisions. Without all the
information on the table, it is hard to make the best decisions, but with Tableau,
businesses can have a better chance of making a correct decision. As I explain in this
case, Tableau helps in many different areas of an accounting team. Tableau can also
help firms become more global since it has features that allow easy sharing to other
computers. Through this case, I learned just how important it is to have an application
such as Tableau to make different processes in a business setting more useful. Since I
now have an understanding of this tool, I will be more prepared to thrive in an office
that uses Tableau. Even though I don’t know exactly how to use the tool, I know enough
about it that I will not be completely ignorant of its value in a business.
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1. Identify the purpose of Tableau and describe, in general, how it is used to make
business decisions.
With the massive amounts of data that a company or firm has access to, it can be
difficult to comprehend all of that data. Tableau is a business intelligence tool that
helps people see their data in a visually appealing way and make quicker and better
decisions based on that data (“Step by Step Resource Guide to Learn Tableau”). It is
available in many different forms such as desktop and online and uses colorful
charts, tables, and dashboards to form an easy-to-understand, user-friendly form of
interpreting data (“What is Tableau? Introduction to Tableau”). Tableau can greatly
influence business decisions in a number of ways. It allows users to get information
from many different sources and consolidate those findings into one chart or graph.
Business owners can possibly compare their business with their competitors and
determine what they need to do to get or stay ahead of their competitors. If a
company is international, people using Tableau can also collaborate with coworkers
across the world with the easily sharable features of this tool (“Data Visualization
Tool”). Faster and more efficient processing of data could mean businesses make
more money. This could change how businesses are run and make them more
efficient, and in turn, more prosperous.
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2. How, specifically, would you use the tool in the following business settings?
Create at least three specific scenarios for each category in which the tool would
lead to more efficiency and/or better effectiveness. Be sure to describe what
kinds of data your tool would use for each scenario.
a. Auditing
b. Tax Planning
c. Financial Statement Analysis
External auditors might use Tableau when keeping up with all the businesses
they audit. Larger auditing firms may have many different audits going on at the
same time. Tableau would give them an easy way of keeping up with the data they
get from each business’s financial statements, payroll, stock information, and bank
accounts. With Tableau, the auditors can easily keep each business’s information
separate and easily accessible for them to pull up when needed.
Internal auditors can use Tableau to keep internal control of their businesses. If
the auditors have an easy way of organizing information about each worker at their
business that has access to bank accounts and credit card information of the
business, then if something goes awry, it will be easy to identify the statistics of each
worker and figure out who made a mistake or who took advantage of their position.
Information they may keep track of would be workers’ names and security numbers
along with each person’s use of the company credit card and withdrawals out of the
company bank account.
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When a company is doing extremely well, they may see fit to invest in other
companies or increase their interests in other businesses. Auditors can use Tableau
to keep track of the success of potential investors. This can save lots of money since
Tableau can show the executives that are making the decisions about investments
comparisons of potential investments, and they will be able to choose the best
option.
Tableau can help in tax planning by organizing the data of the business in order
to maximize tax deductions. Organization is key in getting the most out of tax
deductions and Tableau can help organize different expenses that can be written off
in taxes. Without Tableau, it could be hard to keep track of what can and cannot be
written off. Tax planners might make a mistake and miss an opportunity to save
money on taxes.
For tax accounting practices, accountants can use Tableau to make their client’s
tax information easy for him or her to understand. When doing someone’s taxes,
the client may not completely understand what is being done; with Tableau, the
accountant can make charts and graphs made up of that person’s finances that a
layperson can understand. In turn, the client will be happier and feel much better
about the stressful tax situation because he or she knows what their accountant has
done.
Tableau can help to accurately project taxes for the next year to see if a business
should cut or manage its money differently. Tax planners can estimate, based on
data from previous years’ tax returns, the amount the business should have to pay in
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for taxes for the next year. If the business is getting ready to make a large purchase,
the Tableau charts of previous years’ taxes can help estimate what the business will
need to spend or not spend in the upcoming year.
For a business that sells products, Tableau can be used to view financial
statements and figure out which products are successful and which ones may need
to be discontinued. Tableau can make charts of income from each product to show
which products contribute the most towards profit so that the business can make
sure to keep customers happy with that product and to either discontinue underperforming products or find new ways to make those more successful.
Tableau can also help keep track of all the investors of a business. Without a
way of organizing the income from each investor, the business executives would
have a hard time knowing what they are getting from each investor. Tableau can
organize those investments, keep track of each dollar invested into the company,
and know where that money came from in an easy-to-read way.
When using Tableau in a financial statement analysis, an analyst could compare
the income statements, balance sheets, and statements of owner’s equity from the
past and present using a line chart to present to the executives of a business how
the business is doing since last period, as well as see where they would like the
business to be at the end of the next period. This, in turn, would allow the
executives to brainstorm ways to reach their goal since they can visually see where
they would like to be in the future.
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3. Write a few paragraphs to your future public accounting partner explaining why
your team should invest in the acquisition of and training in this tool. Explain how
the tool will impact the staffing and scope of your future engagements.
I propose that our company invest in Tableau, a data visualization tool. We are
currently using Microsoft Excel, and while that is working fine now, I believe that if
we were to implement this new tool, we would almost immediately see the benefits
of it. Tableau can be used in every aspect in our business. All of our employees,
including tax and audit accountants, can use Tableau and can easily share their data
results with the rest of the company.
Tableau transforms data into actions. Instead of simply viewing the data and
seeing a multitude of numbers, the dashboards that Tableau creates with that data
would make it easy for us to see what changes we need to make to ensure that our
company succeeds.
When meeting with clients about their taxes, our accountants can use Tableau to
show the clients their tax results in an easy-to-understand way. This can cut out
middle men in the company that make the charts and graphs using the data that the
tax accountants give them. With a simple click of a button, the accountants can use
the data charts to speak the same language as our clients.
Also, when projecting income for years to come, Tableau can take our already
existing data and turn it into results we can use to project our future profitability.
This can help us make quick decisions on what to spend and what to save on so that
our business can be the absolute best it can be in the future.

Financial Accounting Principles: A Collection of Case Studies |

7

Works Cited:
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Case Study Two
Rocky Mountain Chocolate Factory, Inc. Case
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Summary of the Case:
For this case, I had to prepare a ledger for Rocky Mountain Chocolate Factory,
Inc., including accounts, balances, and other information regarding events that took
place during the year. After making journal entries for each event, I posted that account
information into the ledger. Then, I entered formulas that calculated the unadjusted
trial balance for the accounts. After that, I made an Income statement for the accounts
with the information from the unadjusted trial balance. Then, I entered the adjusting
entries and added those to the unadjusted trial balance in order to get the pre-closing
trial balance. Then, I closed the revenue and expense accounts to the Retained Earnings
account. After that, I made a balance sheet for the accounts and entered the balances
associated with them. Then, I determined if each event was associated with operating,
investing, or financing activities on the statement of cash flows.
This case helped me learn the actual function of ledgers and financial
statements. I have already learned the basics of pretty much everything that this case
asked of me, but I had never seen it all together like it was in this case. I had never had
to start with beginning balances and take it through the accounting cycle altogether.
Also, this case taught me that this kind of work is very tedious and it takes time and a lot
of effort in order to ensure you get the exact numbers. Between my mistakes typing in
numbers and the errors in my journal entries, it was very taxing at times to make sure I
was on the right track. If a balance was wrong, I had to go back and see where I made
an error. This case taught me that efficiency is important, but making sure I am
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inputting numbers correctly and making the right journal entries will save me much
more time in the long run.
1. Prior to examining the company’s actual balance sheet, read the description of
Rocky Mountain Chocolate Factory. What accounts do you expect to see on the
balance sheet? Which accounts constitute the major assets? Which accounts
constitute the major liabilities?
The expected balance sheet accounts are as follows:
Assets: Cash, Inventory, Accounts Receivable (major accounts), Property, Plant, &
Equipment, Land; Liabilities: Accounts Payable, Salaries Payable (major accounts),
Short-Term Debts, Long-Term Debts.
2. The following figures begin with the beginning balance of the accounts, posted
transaction amounts, unadjusted trial balances, adjusting entries, pre-closing trial
balances, closing entries, and post-closing trial balances for February 28, 2009
through February 28, 2010.
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Figure 2.1: Beginning Balance and Transactions One - Two
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Figure 2.2: Transactions Three - Five
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Figure 2.3: Transactions Six - Eight
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Figure 2.4: Transactions Nine - Eleven
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Figure 2.5: Unadjusted Trial Balance and Transactions Twelve - Thirteen
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Figure 2.6: Transactions Fourteen – Fifteen and Pre-Closing Trial Balance
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Figure 2.7: Transaction Sixteen and Post-Closing Trial Balance
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3. Based on transactions 1-11, list at least three adjustments or reclassifications that
might need to be made prior to preparing the final financial statements.
Some adjustments that might need to be made include inventory adjustments
for inventory used, general and administrative expenses, and salaries and wages
accrued.
4. Construct the Rocky Mountain Chocolate Factory Income Statement for February
28, 2010.

Figure 2.8: Income Statement
Financial Accounting Principles: A Collection of Case Studies | 19

5. Prepare the February 28, 2010 Balance Sheet.

Figure 2.9: Balance Sheet
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6. For each transaction, indicate whether the transaction would appear in the
“operating,” “investing,” or “financing” section of the statement of cash flows.

Figure 2.10: Operating, Investing, or Financing
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Case Study Three
Internship Scenarios Case

Financial Accounting Principles: A Collection of Case Studies | 22

Summary of the Case:
During the course of this class period, we heard three different scenarios about
dilemmas dealing with accounting internships. In each situation, we decided which side
we agreed with the most. Each situation had no one right answer, but depending on
who we sided with the most, we defended that perspective. We talked amongst our
agreeing side and came up with multiple defenses to argue why this perspective that we
chose was the best one. Both sides had some good points, but we concluded in pretty
much every situation that in order to go about an internship successfully, a prospective
intern must be open and honest about their situation to the recruiter of the firm and
must be a hard worker in every aspect of the phrase. I learned so much with this case.
Coming from a community college where internships in accounting were not really
talked about, I didn’t know much about them coming into Ole Miss. It was extremely
informative to be able to talk about the different dilemmas that interns face. I learned
that in order to get a good internship in the first place, you have to be a hard worker
and high performer. In order to stay there or even choose to go to a different city, you
definitely need to be a hard worker and high performer. People with high performance
levels are able to have the most choice in their preferences, whether it be what
department they want to work in or what city they’d like to transfer to. Also, I learned
that as long as you are transparent with your firm and honest with them about your
thoughts throughout the internship process, then they should be accepting of you even
if you decide to leave the firm for a good reason. I also learned that there are many
different factors that go into deciding where or when to have an internship. Important
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factors could be a huge loss in the family or a new marriage, but whatever the
circumstances, an internship may not be the best thing for each person within the
circumstances they are placed in at the current moment in time.
1. Scenario 1 Summary: Two accounting students are talking about internships and if
they are both deciding to participate in one. Student One is getting her accounting
degree and is planning on taking an internship. Student Two is planning on finishing his
accounting degree, but then he is going to law school following his graduation; he is still
planning on taking an accounting internship.
Side one suggests that Student Two shouldn’t take an accounting internship.
They think that since he isn’t planning on being an accountant, then he shouldn’t take
that spot away from a student that is seriously interested in a career in an accounting
firm. They also claim that there are tax law positions at accounting firms, and he may
not even need a law degree to have a career in tax law if he takes that position in an
accounting firm. Also, even though there is about a $20 thousand higher starting salary
for lawyers, that difference is offset by the cost of law school. After two years of
working at an accounting firm, that difference is basically null, and both accountants
and lawyers are paid an even salary. However, accountants have an almost definite pay
raise every couple of years; there is no such certainty of that for lawyers.
Side two, the side I sided with, suggested that Student Two shouldn’t take into
account that he might be taking away a spot in an internship from a deserving
accounting student. If there is a possibility that this internship can help his chances of
finding a job later in life, or even give him valuable skills of working in an office, then he
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should take that internship; it can help him in whatever profession he chooses. There is
also a concurrent Master of Accounting degree with a Juris Doctor Degree at The
University of Mississippi that can allow him to continue his accounting mastery but also
get his law degree. If he decides on this path, then an accounting internship will only
help him through his master’s degree. All in all, there is no harm in him taking an
internship with an accounting firm as long as he is transparent with the firm that he is
interested in getting his law degree, not working for the firm, after the internship. The
firms spend so much money in recruiting interns that they deserve openness and
honesty from their prospective interns. The student could even get lucky and be put in
a position dealing with law that would help him decide if law is the right path for him.
As long as Student Two makes it known that he is interested in law, it is then up to the
firm to decide if they will take him or not.
2. Scenario 2 Summary: Similar to scenario one, the student in scenario two is
majoring in accounting as a stepping stone to investment banking or consulting.
Side one suggests that majoring in accounting is a waste of time if the student is
going into investment banking or consulting instead of an accounting profession. This
side also brought up their opinion that since the student isn’t going into the accounting
profession then he shouldn’t be looking for an accounting internship or accepting an
offer if it came his way. Again, they claim that the student would be taking a spot away
from a deserving accounting student that wishes to become a CPA one day.
Side two, the side I chose, claimed that accounting is and should be the
groundwork for a career in investment banking or consulting. Accounting is the
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“Language of Business,” so an accounting degree would benefit the student greatly. He
might decide to continue on with an accounting career instead of investment banking,
but even if he doesn’t, this groundwork is important in his future success in investment
banking or consulting. An accounting internship shouldn’t be looked at as taking an
opportunity away from another deserving student. If this student works hard and is
desired by a firm, then it is not his problem to look out for other, possibly less deserving,
students. There is no common courtesy with this. In an internship, the student could
learn more about his chosen major and possibly learn more about what he desires to do
in the future. If the student is open with the recruiter that he is interested in
investment banking, then, depending on the opportunities available at that firm, the
firm could possibly choose to help him by putting him in an internship position related
to investment banking. Accounting is one of the most portable degrees, so accountants
can do pretty much any job relating to business, but if a person got a different degree,
what he would be doing would be more specific to that degree and he wouldn’t have as
much of a choice in deciding what he wanted to do with that degree.
3. Scenario 3 Summary: A student has come home from an internship in Washington,
D.C., where she interned during the winter, and now wants to transfer her full-time job
that she was offered to Dallas, TX where she is from. She loved her time in D.C., but
now wants to be closer to her family. She states that she would love to continue her
work with the firm in Dallas, but she is going home to Dallas even if she doesn’t get to
continue with the firm or doesn’t get another offer from a big company.
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Side one claims that the student should stay with the firm in Washington, D.C.
because she has agreed to work there, and she should stick to her word. Also, if she
moved to Dallas, she might have to take a lower offer to work with a smaller firm.
Side two, the side I was on, suggests that there may be other factors pertaining
to why she would want to leave her job in Washington D.C., where she loved, to come
home to her family. Even though it is not stated in the scenario, she could have a family
member that is sick or has passed away, and she needs to be home to be with her
family. There are other factors to consider when someone decides they want to
transfer; it is not as simple as sticking to your word no matter what. If there are no
other factors, and she just wants to come home for no good reason, and the firm
decides they don’t need her in the Dallas office, then she has the responsibility to stick it
out with the firm for around three years. However, if there is a good reason for her to
be switched to Dallas, then I, and I believe the firm, would understand her leaving to be
with her family. Whatever happens, though, being open and honest about
circumstances helps the recruiter and the firm know what is going on at all points in
time. If the firm knew that a student had a good reason for wanting to be home, and
that person was a high achiever, then most firms would probably do their best to work
with the student and keep them as an employee.
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Case Study Four
Debt Securities Case
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Summary of the Case:
For this case, we were split up into groups to answer questions relating to bank
securities, specifically the selling of them. Before that, though, we were informed about
banks, and since I had never really been introduced to the topic before, it was
interesting to learn about the background of banks and what makes them profitable.
After reading the case, our group discussed what constitutes an impairment loss and
that if the decline in the value of the debt securities are due to credit losses, then there
would be an impairment loss on those securities. Also, if the decline in value of a
security is not due to credit loss, and if the bank cannot assert that it has the intent and
ability to hold the securities, then that would constitute an impairment loss also. This
case was difficult to understand simply because I am not accustomed to the language of
banks and securities. However, I think I got a basic understanding of the concept
through this case. Thinking through the problems really helped me grasp a process of
how to go about figuring out tough questions like these if they were to come up in a job
setting. Since there isn’t one true, correct answer, I had to use professional judgment in
determining which stance I took on each problem. These questions, although thought
provoking and difficult to decipher, allowed me to see what kind of questions bankers,
auditors, and bank regulators see on a daily basis. Finding sources to back up my
reasoning proved to be more difficult than expected. The mere volume of data on the
internet and in the Accounting Standards Update is a tad bit overwhelming, but once I
found the right sections I needed to back my points up, it went a little more smoothly.
Overall, this case taught me the correct way to think about problems such as these. I
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feel more prepared now to attack questions like these that may present themselves to
me in the future.
1. Assume that Generic Bank does sell the aforementioned securities shortly after
year end in early 20x3. Does Generic Bank have an impairment loss on the seven
securities designated above in 20x2?
The case gives two assessments to determine if the bank would have an
impairment loss on these securities. The first test is to determine whether the
decline in debt securities is because of credit losses. The text asserts that these
securities would be sold in order to give end-of-year bonuses to employees at the
firm, so credit loss is not present in this scenario; there wouldn’t be an impairment
loss. However, according to the text and ASB 320-30, the second test is to
determine if the bank has the intent and ability to hold the securities until it can
recover the cost. In this case, the bank does not have the intent to hold the
securities, so there would be an impairment loss. According to the ASC 326-30-3510, if an entity intends to sell the security, an impairment loss must be recognized in
earnings equal to the difference in the security’s amortized cost and fair value. The
bank would only recognize an impairment on the five securities that were in a loss
position. The other two were not in a loss position, and no unrealized gains were
recognized on two of the seven that were sold, so those would not be impaired
according to the tests of impairment.
2. Assume that Generic Bank does sell the aforementioned securities shortly after
year end in early 20x3. Does Generic Bank have an impairment loss on securities
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other than the seven securities sold? If so how would you determine the extent of
the impairment?
According to the ASC 326-30-35-4, “Debt securities bearing the same CUSIP
number that were purchased in separate trade lots may be aggregated by a
reporting entity on an average cost basis if that corresponds to the basis used to
measure realized and unrealized gains and losses for the debt securities.” In this
case, the CUSIP numbers of each security is unique, so they cannot be aggregated. If
the bank were to have impairment losses on ones other than the seven sold, it
would have to determine the intent for each one and the ability each one has to
affect earnings. For each of the others that are not being sold, the bank would have
to determine if there would be a credit loss on each security should it be sold and if
the bank has the intent and ability to hold each one. In determining the extent of an
impairment, the bank would have to assess the extent to which the fair value is less
than the amortized cost basis, according to ASC 326-30-55-1, and determine if there
would be a gain or loss that would affect the net income. If a loss occurred, meaning
the cost was greater than the fair value, then this amount would be the amount at
which the asset was impaired. After testing the asset for impairment, taking the
amount of the fair value that the asset would sell for today over the cost of the asset
would give one a reasonable estimate of the impairment loss of that particular asset.
3. Does your answer change if you assume the role of Heather Herring, the external
auditor? Does your answer change if you assume the role of a bank regulator?
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What other factors might an external auditor or regulator consider in making their
determination?
The external auditor, Heather Herring, might be skeptical of the impairments
documented. The external auditor might expect the bank to report them as
impairment losses in accordance with the full disclosure principle, but according to
standards expressed above, it is not mandatory for the bank to report them as such.
As an outside auditor, Herring would have no personal ties to the bank itself, so that
might influence her judgment, too. A bank regulator might want the bank to
disclose this information simply to ensure that the bank is disclosing all information.
In compliance with the full disclosure principle, according to the FASB, bank
regulators should want everything that is of material value to be documented and
disclosed correctly. Another factor that might come in to play with either of these
roles might be the shareholders. If there is a factor that could or could not affect net
income for the business, a shareholder would most definitely want to know so that
he could adequately assess the situation and make adjustments as necessary.
Maximizing shareholder happiness is important in the roles of these employees.
4. How would your assessment of the existence of an impairment in both
requirements 1 and 2 change if the securities sold had been collectively in a net
gain position? What if all the securities sold were in gain positions?
If there was a net gain position collectively, then there would not be an
impairment loss, according to the EY Accounting Link Illustration 7. If the debt
security’s fair value is less than the cost, then in hardly any circumstances would
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there be an impairment loss. For requirement one, there would not be an
impairment loss and the unrealized gain should be reported in other comprehensive
income, not net income. For requirement two, my answer does not change since
these securities have different CUSIP numbers. If, collectively they were in a gain
position, I believe the bank would still have to separate them and determine if each
one individually would constitute an impairment loss, no matter if there is a gain
collectively. Simply because collectively there was a gain does not mean that each
individual asset would be sold at a gain. If all the securities sold were in a gain
position, I see no reason for an impairment loss to be reported anywhere. Based on
the definition of an impairment loss, the assets reported to have an impairment loss
would have their fair values significantly lowered, which would not constitute a loss
in most cases. If each asset was in a gain position, then it would not constitute an
impairment loss for that asset because the asset’s value is being recovered.
5. Assume that Generic Bank does sell the aforementioned securities shortly after
year end in early 20x3. Does Generic Bank have an impairment loss on securities
other than the seven securities sold?
Again, securities with different CUSIP numbers cannot be thought of as together.
Similar to Question 2, since these securities cannot automatically be aggregated,
they bear no weight as to the effect of one on another. Simply because the bank is
only adequately capitalized makes no difference to whether the securities other
than the seven sold are impaired. If the bank wishes to sell the others, then a
reevaluation could occur and the process would start all over again of questioning if
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there is a credit loss or if the bank has the intent and ability to sell each security. If
those two tests are met for any other securities sold, then they would be impaired,
but that cannot be assumed without testing each security separately.
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Case Study Five
City Selection Case
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Summary of the Case:
This case allowed me to research the cities I think I could see myself living in for
the first couple of years of my career. I chose Memphis, TN and New Orleans, LA. I
chose Memphis because it is close to my family and I am familiar with the area; I chose
New Orleans because I have visited there a few times and enjoyed it so much that I
could possibly see myself having a life there. I enjoyed learning new things about the
cities I already loved. This case gave me clarity as to which city I feel most drawn to.
Through learning about different charities and entertainment, I realized that both of
these cities have really great things to offer. This case made me think about some
things I hadn’t thought about before such as healthcare and tax rates. I also had not
thought about the factor of transportation before this case; I just figured anywhere I
went I would drive there, but even though that is mostly true for these two cities that I
chose, it is not true for every city. It is also important to note the climate for the cities
that I am interested in working in. I chose these because they have climates similar to
what I am used to and love. I would not like to live in a city where it was freezing cold
all the time, so I think my choices are fairly reasonable. It was also helpful to create a
simple budget for each city. Even though I am sure there are many more factors to
include in my monthly budget, I believe this gave me a good understanding of what it
would cost to live in each of these cities. This case really opened my eyes to the types of
questions I need to be asking myself now so that I am better equipped to choose a city
to live in when I get out of college. Based on the research of this case, I would enjoy
working in either of these cities. However, Memphis feels like home already.
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City #1: My first choice of cities I would like to start my career in would be Memphis,
Tennessee.
1. What is the population?
The population of Memphis is around 650,000 people, and Memphis is
Tennessee’s most populous city.
2. Describe the climate and seasonal fluctuations.
The state of Tennessee has a temperate climate. It usually has warm summers
and mild winters. It has an average temperature of sixty-two degrees, forty for the
winter and eighty-two for the summer. There are few severe storms normally and
average rainfall is around fifty-five inches annually.
3. Describe the city’s topography, scenery, and other geographic or geological
features of the area in which the city is located. Include pictures where
appropriate.

Figure 5.1: Topographical Map of Memphis, TN
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Located in Southwestern Tennessee, Memphis is on the Eastern bank of the
Mississippi River. It is 279.3 square miles and could be described as a rolling
countryside. The elevation is around 331 feet above sea level. Memphis has a
number of rivers in it such as Wolf River and Loosahatchie River. A huge part of
Memphis is its urban city which includes most of the population and is the hub for
industry in Memphis.
4. What are the individual tax rates within the city (e.g., consider federal, state and
local income tax, property tax, and any other taxes you’d be likely to pay?
Quantify what this means based on a starting salary of approximately
$50,000/year)?
For a starting salary of $50,000 per year, I can expect to pay around $9,000 in
federal income tax, which is around 18 percent of my income. For the state of
Tennessee, there is no income tax on wages and there are no local income taxes. I
wouldn’t pay property taxes since, at least for the first few years, I would be renting
an apartment. The sales tax rate for Memphis is currently 7 percent.
5. What transportation hubs are in the city?
The Memphis Area Transit Authority (MATA) is the largest public transportation
mode in the city of Memphis, but most people travel by car; Memphis is known for
having horrible traffic since most people are coming into the city to work and
dispersing after the work day to different areas of Tennessee and surrounding
states.
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6. What is the city’s most prevalent industries?
Major industries of Memphis include manufacturing, services, and other
business concerns such as banking and finance. Fortune 500 company headquarters
for FedEx, AutoZone, and International Paper are all in Memphis.
7. Describe the quality of the city’s healthcare.
Doctors and healthcare facilities in Memphis are ranked highly nationwide. St.
Jude Children’s Research Hospital is located in Memphis which is a highly acclaimed
hospital. Saint Francis Hospital is also located in Memphis and is an award winning
healthcare facility that offers a wide range of services.
8. What types of crime are common within the city and where are the locations
within the city to avoid?
Memphis is known to be a dangerous city. On a scale of 1 (low crime) to 100
(high crime), Memphis is ranked a 93.4 for violent crimes and 73.4 for property
crimes. Crimes common are robbery, aggravated assault, larceny-theft, and
burglary. Cities in southern Memphis are the ones to avoid that have the most
crime, such as Shelby Forest-Frayser and Parkway Village-Oakhaven.
9. Based on where you see yourself living for the first three years, how much rent do
you expect to pay? Back up this assertion with sample properties from each
location (including pictures). Describe the square footage, amenities, need for a
roommate, availability of parking, etc.
For the first couple of years, I would live in an apartment in Memphis. The rent
is around $500-$800 depending on the amenities of the apartments. I would choose
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one with rent around $500 or $600. A sample property that I found is called Legacy
at the Parkway and rent is $579 a month here.

Figure 5.2: Example One of Memphis Apartment
A one-bedroom, one-bathroom apartment here is around 750 square feet. It has
amenities such as an exercise room, pool, laundry room, and extra office space. If I
chose an apartment like this, I would not need a roommate. It will have plenty of
parking for residents at this apartment.
Another apartment I found is Stone Ridge at Germantown Falls. Rent here is
$685 for a 700 square foot apartment.

Figure 5.3: Example Two of Memphis Apartment
This one is similar to the last apartment including amenities such as a fitness center,
pool, and office space. I would not need a roommate and parking should be plentiful.
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10. What is the typical mode of commuting? Based on your answers identified in the
prior question, what are your likely commute times?
The typical mode of commuting would be by a car. The commute from Stone
Ridge would be around 12 minutes. The commute from the Legacy would be around
10 minutes.
11. Where will you do your grocery shopping?
I will probably do my grocery shopping in the nearest Walmart or grocery store.
12. How will you do your laundry?
The apartments that I have researched both have available laundry rooms for
residents to use.
13. Name at least three civic, religious, or charitable organizations you would like to
be active in for each city?
I would definitely like to volunteer at one of the hospitals, either Le Bonheur or
St. Jude. I have always liked volunteering at the Boys and Girls Clubs in the cities I
have been in, so I would like to carry that over to Memphis. Ronald McDonald
House Charities would also be a place I would like to get involved in while in
Memphis.
14. What are the sports, entertainment, or recreational activities that you would be
most likely to engage in within the city? Name at least five activities.
The Orpheum Theatre would be an amazing thing to start attending. The zoo at
Memphis would also be on my top list of things to do while in Memphis along with
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attending a game at AutoZone Park, touring Sun Studio and Graceland, along with
eating and touring Midtown.
15. What are the modes of traveling back to your hometown from this city? What is
the average cost you’d incur for each trip back home?
My family and I only live about an hour from Memphis already, so it would only
take a short one-hour commute to and from my family and Memphis. An average
cost would be about $50 at the most.
16. Based on your findings, develop a model monthly operating budget for each city
for Year 2, assuming that with bonuses for being a high performer, your annual
salary is $60,000.

Figure 5.4: Budget for Memphis
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City #2: Another choice of cities I am considering would be New Orleans, Louisiana.
1. What is the population?
The population of New Orleans is around 369,000, and it is the largest city of
Louisiana.
2. Describe the climate and seasonal fluctuations.
The summer high of New Orleans is around 91 degrees. The winter low is 44
degrees. New Orleans gets around 63 inches of rain per year on average and there
are around 216 sunny days per year.
3. Describe the city’s topography, scenery, and other geographic or geological
features of the area in which the city is located. Include pictures where
appropriate.

Figure 5.5: Topographical Map of New Orleans, LA
New Orleans is around 15 to 18 feet below sea level. The Pontchartrain
lakefront is one main popular location because of its beautiful scenery. The above
ground cemeteries are also hotspots for tourists because of their beautiful grounds.
New Orleans is also near the Mississippi River.
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4. What are the individual tax rates within the city (e.g., consider federal, state and
local income tax, property tax, and any other taxes you’d be likely to pay?
Quantify what this means based on a starting salary of approximately
$50,000/year)?
For a starting salary of $50,000 per year, I can expect to pay around $9,000 in
federal income tax, which is around 18 percent of my income. For the state of
Louisiana, there is a 4 percent state tax rate, so that would be around $1,304 of my
income. I wouldn’t pay property taxes since, at least for the first few years, I would
be renting an apartment. Sales tax rates for New Orleans is currently 9.45 percent.
5. What transportation hubs are in the city?
Transportation in New Orleans consists of streetcars, cabs, buses, and cars. I
would drive myself to and from work in New Orleans.
6. What is the city’s most prevalent industries?
Industries most prevalent in New Orleans are oil/gas and manufacturing.
7. Describe the quality of the city’s healthcare.
Healthcare in New Orleans is rising in efficiency every year. Since the
destruction Hurricane Katrina brought to the city, the healthcare landscape is
growing each year. Tulane Medical Center and the Children’s Hospital of New
Orleans are two of the best hospitals in New Orleans.
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8. What types of crime are common within the city and where are the locations
within the city to avoid?
Crimes common in New Orleans include assault and theft. Violent crimes in
2016 were around 670. Property crimes were around 400 in 2016. Michoud, Robert
E. Lee Boulevard and South Johnson Street are three of the worst crime rated streets
in New Orleans.
9. Based on where you see yourself living for the first three years, how much rent do
you expect to pay? Back up this assertion with sample properties from each
location (including pictures). Describe the square footage, amenities, need for a
roommate, availability of parking, etc.
I expect to pay around $600-$700 for rent. One property I found is called
Almondtree. Rent is $595 for 490 square feet. I wouldn’t need a roommate, and the
amenities include fully furnished apartment, pool, parking, and a laundry room.

Figure 5.6: Example One of New Orleans Apartment

Financial Accounting Principles: A Collection of Case Studies | 45

Another property I found is called Laguna Creek. Rent is $625 for a one bed, one
bathroom and 617 square feet. I wouldn’t need a roommate and amenities include
a gated community, a pool, and a balcony.

Figure 5.7: Example Two of New Orleans Apartment
10. What is the typical mode of commuting? Based on your answers identified in the
prior question, what are your likely commute times?
I would drive to work every morning. The commute from Almondtree would be
20 minutes, and the commute from Laguna Creek would be around 20 minutes also.
11. Where will you do your grocery shopping?
I would do my grocery shopping at the nearest Walmart or grocery store.
12. How will you do your laundry?
The apartments that I have looked at come with the facilities to wash my clothes
there.
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13. Name at least three civic, religious, or charitable organizations you would like to
be active in for each city?
HandsOn New Orleans is a community service program that I would like to be
involved in. New Orleans also has the Ronald McDonald house that would be nice to
help out at as well as Covenant House New Orleans.
14. What are the sports, entertainment, or recreational activities that you would be
most likely to engage in within the city? Name at least five activities.
The zoo, aquarium, a visit to the Mercedes Benz Superdome, Mardi Gras,
Prytania Theatre, and getting beignets at Café Du Monde would be the things I
would most likely do for fun while in New Orleans.
15. What are the modes of traveling back to your hometown from this city? What is
the average cost you’d incur for each trip back home?
I would drive home to Batesville, MS. It would take around 5 hours to drive and
a maximum of $100 for gas along the way.
16. Based on your findings, develop a model monthly operating budget for each city
for Year 2, assuming that with bonuses for being a high performer, your annual
salary is $60,000.

Figure 5.8: Budget for New Orleans
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Conclusion:
Finally, based on your full analysis, determine whether you still want to live in
both cities, and if so, which one is your preferred city and why?
After researching both cities, I feel like the best decision for me to start my
career would be in Memphis, TN. It is close to my family and is the city I feel like I
could make my own way in. There are also lots of opportunities for me to work my
way up the ladder there.

Works Cited:
City #1
Climate Data for Tennessee, <ag.tennessee.edu/climate/Pages/climatedataTN.aspx>
“Healthcare in Memphis.” Greater Memphis Chamber, <memphischamber.com/live-in
memphis/live-memphis/healthcare/>
“Legacy at the Parkway - 31 Photos & 9 Reviews - Apartment for Rent in Hickory Hill 6420 Knight Arnold Rd Memphis, TN 38115.” Apartments.com, 21 Jan. 2020,
<www.apartments.com/legacy-at-the-parkway-memphis-tn/64mykxv/>
Memphis, Tennessee Crime, <www.bestplaces.net/crime/city/tennessee/memphis>
Sparkes, Sam. “These Are The 10 Worst Neighborhoods In Memphis For 2018.”
RoadSnacks, 12 Jan. 2020, <www.roadsnacks.net/worst-neighborhoods-inmemphis-tn/>
“Stone Ridge at Germantown Falls Apartments - Memphis, TN.” Apartments.com, 21
Jan. 2020, <www.apartments.com/stone-ridge-at-germantown-falls-memphistn/yjclyft/>
“Tennessee Paycheck Calculator.” SmartAsset, <smartasset.com/taxes/tennesseepaycheck-calculator>

Financial Accounting Principles: A Collection of Case Studies | 48

City #2
“Apartment for Rent New Orleans.” ApartmentFinder.com, 21 Jan. 2020,
<www.apartmentfinder.com/Louisiana/New-Orleans-Apartments/Laguna-CreekApartments-jz331e5>
“Crime Rate in New Orleans, Louisiana (LA): Murders, Rapes, Robberies, Assaults,
Burglaries, Thefts, Auto Thefts, Arson, Law Enforcement Employees, Police
Officers, Crime Map.” Crime in New Orleans, Louisiana (LA): Murders, Rapes,
Robberies, Assaults, Burglaries, Thefts, Auto Thefts, Arson, Law Enforcement
Employees, Police Officers, Crime Map, <www.city-data.com/crime/crime-NewOrleans-Louisiana.html>
Jernigan, Meg. “What Are the Major Bodies of Water in Louisiana?” USA Today, Gannett
Satellite Information Network, 15 Jan. 2019, <traveltips.usatoday.com/majorbodies-water-louisiana-61214.html>
“Louisiana Income Tax Calculator.” SmartAsset, <smartasset.com/taxes/louisiana-taxcalculator>
“Navigating New Orleans.” Navigating New Orleans,
<www.neworleansonline.com/tools/transportation/>
“New Orleans: Economy.” New Orleans: Economy - Major Industries and Commercial
Activity, Incentive ProgramsNew and Existing Companies, <www.citydata.com/us-cities/The-South/New-Orleans-Economy.html>
New Orleans, Louisiana Climate,
<www.bestplaces.net/climate/city/louisiana/new_orleans>
“New Orleans, Louisiana Population 2020.” New Orleans, Louisiana Population 2020
(Demographics, Maps, Graphs), <worldpopulationreview.com/us-cities/neworleans-population/>

Financial Accounting Principles: A Collection of Case Studies | 49

Case Study Six
WorldCom Case
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Summary of the Case:
In this case, we were asked to imagine ourselves as interns at a firm being asked
these questions. These questions were simple but required a lot of thought to back
them up. The first brought me back to the very basic definitions of asset and expense
simply to build off of and to make sure I knew before going forward with the case.
Then, the second question asked us simply when to capitalize and expense certain costs.
This is something so simple, but just shows how much of a difference this simple
concept could make in a firm’s financial statements. The fact that improperly recording
these costs would have huge impacts on the validity of the financial statements makes
the knowledge of the distinction between the two extremely important. Whether by
being an honest mistake or a blatant disregard for ethics in accounting like the
WorldCom scandal, mistakes like these can cause significant errors in financial
statements. This case helped me view the scandal of WorldCom in a behind the scenes
view. Capitalizing certain costs that should be expensed, in this case billions, had a
notable impact on the recorded profits of this company, which led to many people
trusting in the false financial statements of a company. I cannot understand the
reasoning behind why the executives did what they did in this situation, but through this
case, I can see how easy it could be to do if a firm didn’t have good internal control
measures in place. It simply involves putting costs in one box when they should have
been in another. One person or a group of people having too much control over the
financial statements allows that person or people to be able to make errors in ethics,
such as what happened here. This case helped me gain a better understanding of
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capitalizing and expensing and the risks associated with ensuring that costs are allocated
properly. This case also helped me better understand the WorldCom scandal and the
implications of it throughout the accounting world.
1. FASB Statement of Concepts No. 6 (a replacement for SCON No. 3), Elements of
Financial Statements, describes the building blocks with which financial
statements are constructed.
a. Explain, in your own words, how SCON 6 defines “asset” and “expense.”
An asset, as defined by the FASB Statement of Concepts No. 6, is defined
as likely economic benefits of an entity as a result of past transactions or events.
An asset can be an intangible or tangible thing that has value. These assets are
attained by businesses by many ways; some include performance of a service or
by a debt agreement. Assets will be what a company’s liabilities are paid from.
For example, a liability for a piece of property bought might be paid with the
asset of cash. An expense is defined as an outflow of assets or an incurrence of
liabilities because of an entity’s provision of goods and services as a part of its
ongoing central operations. An expense is what is incurred when something of
value is purchased.
b. In general, when should costs be expensed and when should they be
capitalized as assets?
Costs incurred to increase future benefits from an asset should be
capitalized. An item is capitalized when a cost is recorded as an asset, not an
expense. Since assets show up on the balance sheet, these costs will not touch
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the income statement or profit except for recording depreciation. In order for
costs to be capitalized, three conditions should be present: 1. the useful life of
the asset must be increased; 2. the quantity of service from an asset must be
increased; 3. the quality of assets must be enhanced. Expenses should be
recognized when costs are incurred to maintain a given level of service.
Expensing a cost means that the cost shows up on the income statement and is
used to determine profit.
2. What becomes of “costs” after their initial capitalization? Describe, in general
terms, how the balance sheet and the income statement are affected by a decision
to capitalize a given cost.
Costs, after initial capitalization, are depreciated or amortized over time. In
general, the income statement will look better than if costs were expensed because
they are being depreciated over time, not all at once. On the balance sheet, costs
are recognized as they are incurred. This means that when expensing a cost, the
overall profit will be affected; when capitalizing, the cost is expensed over a period
of time through depreciation.
3. Refer to WorldCom’s statement of operations. What did the company report as
line costs for the year ended December 31, 2001? Prepare the journal entry to
record these transactions for the year. Explain in your own words, what these “line
costs” are.

Financial Accounting Principles: A Collection of Case Studies | 53

The company reported $14,739 million as line costs for December 31, 2001. The
journal entry to record these line costs transactions for the year would include (in
thousands):
Line Cost Expense

14,749

Cash

14,749

These line costs, according to the company’s most recent annual report filed with
the SEC, consist principally of access charges and transport charges.
4. Refer to the Wall Street Journal article. Describe the types of costs that were
improperly capitalized at WorldCom. Explain, in your own words, what
transactions give rise to these costs. Do these costs meet your definition of assets
in question 1 above?
Types of costs that were improperly capitalized at WorldCom include access
charges and transport charges. These costs should have been expensed because
these are costs that were incurred to maintain a given level of service. These costs
meet the definition of expenses in “Question 1” above since they represent an
outflow of assets or an incurrence of liabilities because of an entity’s provision of
goods and services as a part of its ongoing central operations.
a. Prepare a single journal entry to record the improperly capitalized line costs of
$3.055 billion for the year. Where did these costs appear on the balance sheet?
Where on the statement of cash flows?
The journal entry to record the improperly capitalized line costs includes (in
thousands):

Financial Accounting Principles: A Collection of Case Studies | 54

Property, Plant, & Equipment

3,055

Cash

3,055

These costs appeared in the Property, Plant, & Equipment section on the balance
sheet. They appeared in Investing activities in the Statement of Cash Flows with
the capital expenditures.
5. In a sworn statement to the Securities and Exchange Commission, WorldCom
revealed details of the improperly capitalized amounts (in millions) in 2001: $771
in the first quarter, $610 in the second quarter, $743 in the third quarter, and $931
in the fourth quarter. Assume that WorldCom planned to depreciate these
capitalized costs over the midpoint of the range for transmission equipment as
disclosed in note 1. Further assume that depreciation begins in the quarter that
assets are acquired (or costs capitalized). Calculate the related depreciation
expense for 2001. Prepare the journal entry to record this depreciation.
Calculations for the depreciation expense for 2001 are as follows:
Quarter 1- 771/22 * (4/4) =35,045,454.50
Quarter 2- 610/22 * (3/4) =20,795,454.50
Quarter 3- 743/22 * (1/2) = 16,886.363.60
Quarter 4- 931/22 * (1/4) = 10,579,545.50
Total Depreciation: 83,306,818.10
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The journal entry to record this depreciation would include:
Depreciation Expense
Accumulated Depreciation

83,306,818.10
83,306,818.10

6. Use your answers from above, to determine what WorldCom’s net income would
have been in 2001 had line-costs not been improperly capitalized. Use 35 percent
as an approximation of WorldCom’s 2001 marginal income tax rate, in your
calculations. State any other assumptions you make. Is the difference in net
income material?
Net income from 2001 was stated as $1,501,000,000 and should have been
stated (as calculated below) as a loss of $376,150,568.20. The difference is material
in amount.
Income before taxes…………………………………….2,393,000,000
Calculated Depreciation……………………………….83,306,818.10
Line Costs (improperly capitalized)………………(3,055,000,000)
Loss before taxes……………………………………....(578,693,181.90)
Taxes……………………………………………………………202,542,613.70
Net loss………………………………………………………(376,150,568.20)
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Case Study Seven
Starbucks Case
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Summary of the Case:
For this case, we began in predetermined groups, discussing what this case was
asking of us. We started with questions later in the case so that we would have time to
discuss with classmates those questions which would require more thought and more
input from different people. This case proved to be challenging to my knowledge of
financial statements. Even though I knew before this case how financial statements
worked, I realized that there are many facets about them that I still needed to explore
and understand. First, I was asked to create a common-size income statement and
common-size balance sheet for 2013 and 2012 for Starbucks Corporation. My first
question was, what is a common-size income statement and common-size balance
sheet? With help from my classmates, I learned that a common-size income statement
puts each line item on the income statement over the net revenues reported for that
year and each item becomes a percentage of net revenues. Similarly, for the commonsize balance sheet, each item on the balance sheet is put over total assets, thereby
creating a percentage for each item as a percentage of total assets. I quickly learned
how necessary this creation of percentages would be for the rest of the case and how
important that knowledge is in the accounting world. For example, without those
percentages already in existence, for a problem that asks me to compare the short-term
assets to the long-term assets, I would have had to manually search for those numbers
in order to fill in the proportions. I also learned the importance of technology such as
excel in creating these common-size statements. Without knowledge of how to create
an absolute reference or copy a formula, the creation of the common-size statements
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would have been extremely time-consuming. This also gives me insight into just how
important technology will be when I begin my career. The more knowledge of
technology I know, the more efficient I will be at my job. Continuing down the list of
questions, I reached one that made me stumble: How does Starbucks record revenue
on stored value cards? The answer was simply in the Notes to the Financial Statements
included in the case, but it provided a question I had never thought to ask myself
before. Through this case, I learned many things such as how to account for those gift
cards and how much litigation charges affect the earnings of a company. Also, I learned
how important estimates and assumptions are in predicting the costs and earnings of a
business. Without this knowledge, there would have been a huge gap in my
understanding of how a business such as Starbucks works. I was also introduced to
auditors’ opinion letters and how to go about searching for additional information from
footnotes and the Notes to the Financial Statements, whereas before this case, I only
had a shallow knowledge of them. After doing this case, I am more prepared for
questions about financial statements. I am confident that given a question about a
financial statement, I know enough information about them now to be able to find an
answer. I believe that I learned so much with this case related to accounting that I can
take into my internship and future workplace such as the in-depth knowledge of
financial statements that this case gave me and how to account for things that I had
never been asked to account for before. I also learned the value of searching
relentlessly for an answer regarding a question I didn’t know how to solve and the sense
of pride of knowing I found the answer.
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1. What is the nature of Starbucks’ business? That is, based on what you know about
the company and on the accompanying financial statements, how does Starbucks
make money?
Starbucks Corporation is primarily a business that sells a variety of mainly coffee
and some non-coffee drinks and other food items. The corporation thrives on a
claim of diversification in the quality and variety of Starbucks’ coffee and other
products. According to the Notes to the Financial Statements under the Description
of Business section, “[they] purchase and roast high-quality coffees that [they] sell,
along with handcrafted coffee and tea beverages and a variety of fresh food items,
through [their] company-operated stores. [They] also sell a variety of coffee and tea
products and license [their] trademarks through other channels such as licensed
stores, grocery and national foodservice accounts.” In other words, Starbucks
Corporation is both a retailer and a wholesaler of coffee products. Through the high
quality and simply the brand name of the corporation itself, customers are drawn in;
because of this, the revenue from company operated stores of the chains
constituted 79 percent of total revenues in 2013 (Item 1, Notes to the Financial
Statements).
2. What financial statements are commonly prepared for external reporting
purposes? What titles does Starbucks give these statements? What does
“consolidated” mean?
The major financial statements that are commonly prepared for external
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reporting purposes include the Balance Sheet, Income Statement, Statement of Cash
Flows and Statement of Stockholders’ Equity. Starbucks, although reporting the
same information as other businesses that use the general names of the financial
statements, uses different names for their statements. All of Starbucks’ financial
statements include the word “consolidated.” Starbucks reports a Consolidated
Balance Sheet, Consolidated Statement of Earnings, Consolidated Statement of
Comprehensive Income, Consolidated Statement of Cash Flows, and Consolidated
Statements of Equity. To consolidate means to combine things into a single
coherent whole in order to become more effective in the purpose it is being used
for. For Starbucks, this means that intercompany transactions and balances have
been forgone and the consolidated financial statements include the financial
information from wholly owned subsidiaries of Starbucks as well as the investees
that it controls as a corporation. This allows Starbucks and other financial statement
viewers to get a bigger picture of the corporation as a whole. Starbucks also splits
up the Income Statement into two separate statements namely the “Statement of
Earnings” and “Statement of Comprehensive Income.” This allows Starbucks to see
separately the income from non-owner sources and the income from operations.
3. How often do publicly traded corporations typically prepare financial statements
for external reporting purposes?
Publicly traded corporations are regulated by the Securities and Exchange
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Commission that dictates how often they are to issue certain financial statements.
Typically, these financial statements are issued every quarter and year-end. The
year-end for Starbucks is the closest Sunday to September 30th.
4. Who is responsible for the financial statements? Discuss the potential users of the
Starbucks financial statements and the type of information they are likely
interested in.
A company’s management is responsible for the content of the financial
statements that a company files. These statements are subject to audit by external
auditors and must be signed off on by these auditors (“Report of Independent
Registered Public Accounting Firm,” Starbucks Case). Management is responsible for
the statements, but they are also interested in using these in their decision-making.
Comparing past financial statements with current ones helps them determine how
to go about maximizing profits in the future. Investors are also interested in viewing
these financial statements. They need this valuable information in order to
determine if they want to invest in the company or not. They would be interested in
revenues, expenses, operating Income, and the earnings per share of stock. This
information will determine if they will earn money back from investing in this
corporation.
5. Who are Starbucks’ external auditors? Describe the two “opinion” letters that
Starbucks received in 2013. In your own words, what do these opinions mean?
Why are both opinions dated several months after Starbucks’ year-end?
Starbucks’ external auditors, the ones who audited Starbucks and wrote the
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opinion letters, are Deloitte and Touche, LLP. These opinions mean that the auditors
have exhausted all efforts in determining that the financial statements presented to
them are credible and free from any determinable error. The first opinion letter
claims that the financial statements of Starbucks correctly represent the financial
position of the corporation, aside from any immaterial errors; this would be an
unqualified opinion. The second opinion vouches for the credibility of the
statements as well, but also claims that the corporation has maintained effective
internal control over financial reporting as of the year-end date. These opinions
were issued in Seattle, Washington and addressed to the Board of Directors and
shareholders of Starbucks Corporation. The opinion letters are both dated
November 18, 2013, while the year-end date for 2013 was September 29. In order
for the external auditors to ensure that all information in the financial statements
correctly and accurately describes the financial position of Starbucks, the auditors
need appropriate time to validate that information.
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6. Use a spreadsheet to construct common-size income statements (which Starbucks
calls statements of earnings) and balance sheets for 2013 and 2012.

Figure 7.1: Starbucks’ Common Size Statement of Earnings
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Figure 7.2: Starbucks’ Common Size Balance Sheet
7. Refer to Starbucks’ balance sheet for fiscal 2013 (the year ended September 29,
2013).
a. Demonstrate that the accounting equation holds for Starbucks. Recall that
the accounting equation is: Assets = Liabilities + Equity.
After careful consideration of the financial statements, the assets do
equal the sum of the liabilities and equity.
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b. What are Starbucks’ major assets? Calculate the proportion of short-term
and long-term assets for 2013. Does this seem appropriate for a company
such as Starbucks?
The major assets of Starbucks Corporation, according to the significance
of the amount represented in the Balance Sheet include Cash and Cash
Equivalents, Inventories, and Property, Plant, and Equipment. These all
together constitute a majority of the total assets of the corporation. The
proportion of short-term to long-term assets for 2013 is around 48 percent
short-term and 52 percent long-term. It makes sense that the percentage
would be about equal for short-term and long-term assets because Starbucks
has over 14,000 buildings in the world as well as it has to have products to
sustain those stores, hence the current assets, in order for the operations to
be profitable.
c. In general, what are intangible assets? What is goodwill? What specific
intangible assets might Starbucks have?
In general, an intangible asset is an asset that lacks physical substance. It
has value, but it cannot be physically measured. Goodwill is acquired when a
company buys an existing business. When the purchase price of the business
exceeds the fair value of all existing assets, the excess is considered goodwill
of the company. Goodwill would include the value of a brand name or
certain patents that the company has acquired. Some intangible assets
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Starbucks has would be its brand name, trademark, trade secrets, and its
franchises.
d. How is Starbucks financed? What proportion of total financing comes from
non-owners?
Starbucks is financed by long-term debt, common stock and additional
paid-in capital. The proportion of total financing from non-owners is 82
percent, as represented in the Balance Sheet and by the percent of long-term
debt over the total of the long-term debt, common stock, and additional
paid-in-capital.
8. Refer to Starbucks’ statement of earnings for fiscal 2013 (the year ended
September 29, 2013) and to the common-size income statement you developed in
part 6, above.
a. Review the revenue recognition policies of Starbucks discussed in Note 1
(Summary of Significant Accounting Policies). Does Starbucks record
revenue when they receive cash from their customers (cash-basis
accounting) or do they follow a different rubric (for example, accrual
accounting)? How does Starbucks record revenue on stored value cards
(i.e., gift cards)? What challenges in measuring revenue do you observe?
That is, are there any significant judgments management needs to make in
recording sales revenues at Starbucks?
Starbucks records revenue when employees accept cash from clients
(cash-basis accounting). According to Note One of the Financial Statements,
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“Revenues from our stored value cards, primarily Starbucks Cards, are
recognized when redeemed or when the likelihood of redemption, based on
historical experience, is deemed to be remote.” Some challenges might be
for the management to decide when a gift card is considered likely to be
unredeemed, how to account for the unused earnings (unearned revenue)
from the cards, the difficulty of accounting for the rewards program that
they are offering to customers, and all of the challenges that come along
with the technology. Contract terms for foodservice items could be a minor
challenge the corporation could face as well. “Revenues from sales of
products to manufacturers that produce and market Starbucks and Seattle’s
Best Coffee branded products through licensing agreements are generally
recognized when the product is received by the manufacturer or distributor.
License fee revenues from manufacturers are based on a percentage of sales
and are recognized on a monthly basis when earned. National foodservice
account revenues are recognized when the product is received by the
customer or distributor,” explains how complicated the process of
accounting for these things could become for Starbucks and the amount of
judgment management could have to make regarding these challenges.
b. What are Starbucks’ major expenses?
Starbucks’ major expenses generally include store operating expenses,
such as labor and costs of food and beverage, and cost of sales including
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occupancy costs. During 2013, though, a major source of expense for the
company were litigation charges that are explained later in this case.
c. Were there any significant changes in the cost structure during the most
recent year?
During the most recent year, 2013, there was a significant change in the
cost structure, mainly the cost of litigation charges. According to the New
York Times, Starbucks management felt that it had the right to terminate a
deal made with Kraft without payment, since it felt Kraft did not deliver per
the terms of the agreement (“Starbucks to Pay Kraft $2.75 Billion, Ending
Broken-Deal Dispute”).
d. In fiscal 2013, Starbucks separately reported a litigation charge and
included it in operating income. Why didn’t the company just include this
amount within the line item for general and administrative expenses? Why
is it an operating expense?
According to the Notes to the Financial Statements, Item 1A, “Business
incidents, whether isolated or recurring and whether originating from us or
our business partners, that erode consumer trust, such as contaminated
food, recalls or actual or perceived breaches of privacy, particularly if the
incidents receive considerable publicity or result in litigation, can significantly
reduce brand value and have a negative impact on our financial results.
Consumer demand for our products and our brand equity could diminish
significantly if we or our licensees or other business partners fail to preserve
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the quality of our products, are perceived to act in an unethical or socially
irresponsible manner, fail to comply with laws and regulations or fail to
deliver a consistently positive consumer experience in each of our markets.
Additionally, inconsistent uses of our brand and other of our intellectual
property assets, as well as failure to protect our intellectual property,
including from unauthorized uses of our brand or other of our intellectual
property assets, can erode consumer trust and our brand value and have a
negative impact on our financial results.” Since this litigation charge has a
high probability of materially harming the profitability of its operations,
Starbucks recorded this litigation expense as an operating expense instead of
a general and administrative expense.
e. Was the company profitable during 2013? During 2012? Explain your
definition of “profitable.”
Profitability can be defined in many ways and found by many means.
According to the operating income from 2012 from the Consolidated
Statement of Earnings, Starbucks was profitable, earning income from
operations of $1,997.4 million. In 2013, however, Starbucks operated at a
loss of $325.4 million. According to the net earnings attributable to Starbucks
from 2012, Starbucks was profitable, earning income of $1,383.3 million.
However, in 2013, the net income was only $8.3 million. Seeing that
Starbucks still earned a positive profit and was not “in the red” for 2013, this
determines that Starbucks was still profitable, meaning it still earned more
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money than it put out during 2013, even though it had earnings of much
more the year before.
9. Refer to Starbucks’ fiscal 2013 statement of cash flows.
a. Compare Starbucks’ net earnings to net cash provided by operating
activities and explain the difference.
Starbucks’ net earnings for 2013 are $8.8 million. Its net cash provided
by operating activities was $2,908.3 million. The net cash provided by
operating activities includes the net cash inflows and outflows of the
company during that year. The net earnings include income from things
other than cash as well as subtracting expenses other than direct cash
expenses. The depreciation and amortization expenses as well as the
litigation charges that Starbucks faced made up the bulk of the difference
between the amounts. The Statement of Cash Flows deals with the inflows
and outflows of cash and cash accounts only; net earnings includes all
revenues and expenses, whether cash was directly involved or not.
b. How much cash did Starbucks use for expenditures for property, plant and
equipment during fiscal 2013?
During 2013, Starbucks used $1,151.2 million for property, plant, and
equipment as shown on the Statement of Cash Flows. This outflow of cash is
considerably larger than the previous years’ (2012: $856.2 million; 2011:
$531.9 million). This is partly due to the acquisition of 100 percent interest
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in Bay Bread, LLC and its La Boulange bakery brand, as stated in Note Two of
the Notes to the Financial Statements.
c. What amount of dividends did Starbucks pay during the year? How does
this amount compare to the amount of dividends declared as shown in the
statement of equity?
Starbucks paid $628.9 million in cash dividends during 2013. In the
statement of equity, dividends paid were $668.6 million. This difference is
due to the amounts that are payable, but not paid in cash yet. In the
Statement of Equity, the dividends include the dividends payable account; it
does not include the payable account in the statement of cash flows.
10. Several notes to the financial statements refer to the use of “estimates.” Which
accounts on Starbucks’ balance sheet require estimates? List as many accounts as
you can. Are any accounts estimate-free?
According to Note One, Estimates and Assumptions, in the Notes to the Financial
Statements, “examples [of estimates] include, but are not limited to, estimates for
asset and goodwill impairments, stock-based compensation forfeiture rates, future
asset retirement obligations, and inventory reserves; assumptions underlying selfinsurance reserves and income from unredeemed stored value cards; and the
potential outcome of future tax consequences of events that have been recognized
in the financial statements.” Another account requiring estimates include allowance
for doubtful accounts, in which the corporation has to estimate what amount of the
accounts receivable will end up being uncollectible. Accounts related to the gift
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cards and warranty expense also require significant estimates since the exact
amounts are unknown. Since GAAP requires the use of estimates in order to get a
better, more expanded knowledge of the economic activities that went on during
the year, estimates in general are necessary to the financial statements. It is nearly
impossible to get a 100 percent accurate, down to the cent, representation of the
accounts. Since things like depreciation and determining the present value of an
asset require estimation, it is better to estimate those amounts and present that
instead of forgoing reporting it entirely or presenting an amount management
knows is inaccurate.
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Case Study Eight
BP Oil Spill Case
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Summary of the Case:
This case presented a new idea for me that I had never really explored before. After
some research, I have found that the topic of contingent liabilities is not a hard topic to
explore, but there are many nuances to them that can get deeper and deeper as one
explores. First, I was asked to simply explain what a contingent liability and contingent
asset were and how they are recorded, if at all. Through this question, I learned how
those contingencies are recorded and when to record them. This is a basic concept to
know and understand for the rest of the questions in this case. I was also presented
with a major contingent liability, warranties. I was able to use my already existing
knowledge of what a warranty was and how to account for them on the second
question. This question brought my attention to how, for a warranty, there are two
parties. One is receiving the benefit, and the other is ultimately paying for it; this is a
risk the seller assumes when selling a product with an assurance-type warranty. I was
also made aware of all of the estimates and judgments management has to make in the
calculation of estimating the cost of these contingent liabilities, especially through
lawsuits for disasters such as the BP oil spill of 2010, which this case focuses on. A
contingent liability such as a warranty, is easier to estimate, but due to the nature of
disasters, it is difficult to estimate how and when these contingent liabilities will occur
and how much of an impact they will have on the business. After this question, I was
asked to list some of the potential lawsuits expected to sue due to this environmental
disaster caused by BP. This presented some problems, simply because anyone can sue,
but if they have a good reason to sue will ultimately be determined in the litigation
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process. I decided that lawsuits for wrongful death and property damage are most likely
going to receive retribution and parties such as shareholders of BP may not have a good
reason to sue. Through this process, especially the last question, I now understand how
hard it must be for management to estimate these contingent liabilities. There is simply
no way to be 100 percent confident in their estimates, but the estimates provide a way
to prepare for future expenses, so they are necessary.
I enjoyed learning about contingent liabilities relating to the oil spill because of the
uncertain nature of them. It was also helpful to be able to compare the BP oil spill to
the Exxon Valdez oil spill since litigation for it has already come to an end, and the BP
litigation still has a while to go before anyone gets definite answers. Overall, it was
helpful to be exposed to these hard decisions that management has to make and just
how difficult, but necessary, estimates for contingent liabilities are.
1. What is a contingent liability? Explain, in your own words, when a company would
record a contingent liability (i.e. a contingent loss) on its books. List some types of
contingent liabilities. Do companies ever record contingent assets (i.e. contingent
gains)?
A contingent liability is a liability that has the possibility of occurring, but it is
uncertain, as of today, if it will occur. Whether the outcome is favorable or
unfavorable to a company determines if a liability is recorded. If the contingent
liability is likely to occur and the amount can be reasonably estimated, then the
liability should be recorded and disclosed in a footnote on the financial statements
matched to the period of the sale. If the contingent liability is possible, but not
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probable, then a company should disclose this in the notes to the financial
statements. If the likelihood of a contingent liability occurring is very low, then
companies should not record this or report it in the notes to the financial
statements. When recording a contingent liability (there is a high probability of the
event creating the liability will occur), the journal entry should look similar to the
example below:
Legal, Warranty, Etc. Expense
Accrued Liability

XXX
XXX

Some examples of contingent liabilities are product warranties and pending
lawsuits or investigations (Banton). A contingent asset is a potential economic
benefit for a company that is uncertain if it will occur or if the amount is uncertain.
Companies cannot record these contingent assets before they are realized on the
balance sheet. However, if certain conditions are met, such as the anticipation of a
merger and acquisition, then those should be reported in the accompanying notes to
the financial statements (Kenton).
2. Product warranties are a common contingent liability. Consider a piece of
equipment such as a telescopic joint, which BP purchases from GE Oil and Gas. The
telescopic joint compensates for heave and offset on drilling vessels and is sold
with a two-year warranty against defects. From BP’s perspective as the purchaser
of the telescopic joint, what is a product warranty? From the perspective of GE Oil
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and Gas, the manufacturer of the telescopic joint, what is a warranty?
The purchaser of the telescopic joint, BP, would be the party benefiting most
from the warranty, should the warranty be needed. If a telescopic joint were to fail
within two years, BP would have the ability to receive a new telescopic joint or
either have GE Oil and Gas fix the one that is defected (whichever the warranty
agreement specifies) free of charge to BP. From the information given in this
problem, it sounds as if the warranty is sold with the product, as an extra benefit of
buying the product. These types of warranties ensure that the product will perform
as the company says it will. Such warranty would be an assurance-type warranty. If
the two-year warranty was sold separately, it would be an extended warranty and
would be something extra of simply ensuring that the product will do what it is
supposed to do.
From GE Oil and Gas’s perspective, the manufacturer, this warranty would be a
contingent liability. They have sold this product and assured the purchaser that the
product will work as it is supposed to or else GE Oil and Gas will assume the cost of
fixing it or replacing it. GE Oil and Gas has the risk of its product not working. If GE
Oil and Gas sold many defective products, then the risk and cost would be high for
them.
3. What judgments does management need to make to account for contingent
liabilities in general and accrued warranty costs in particular? How does a claim for
damages resulting from the Deepwater Horizon oil spill differ from a warranty
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claim on a piece of equipment such as a telescopic joint?
Management would need to estimate the amounts of any contingent liabilities, if
possible. To do this, a company would need information from past liabilities to be
able to accurately estimate what the price would be, and even then, no one knows
the exact amount that a particular contingent liability would be, so management
would need to make that judgment. Management would also have to determine the
likelihood of a contingent liability. Since contingent liabilities differ in their
recording (the recordings are determined by the probability of the outcomes), this
estimate is important because it would determine whether or not the liability would
be reported and where it would be reported. Management would also need to
estimate when a particular contingent liability would be realized, if unknown.
According to the case, “As of early 2011, over 150,000 claims for damages had
been made and over 400 lawsuits had been filed in conjunction with the disaster.”
As a result of this oil spill disaster, the possibility of accurately predicting how much
each of the lawsuits and claims for damages was for is nearly impossible. There is no
way BP could accurately prepare for or record the estimates and likelihoods of each
claim simply because of the sheer volume of claims. There is always an estimate
that they could prepare, but there is no way to know how accurate that is when
making the estimate. Also, since an oil spill like this does not happen every day,
there are not many similar cases to use to come up with these particular estimates.
There is also a factor of uncertainty in when these claims will come to fruition.
Litigation and investigation can go on for a long time before any expense is
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recognized. For a warranty claim on a piece of equipment, there is a high possibility
of accuracy. A company should be able to reasonably estimate a contingent liability
amount and probability from warranties from past experience or other companies’
values. Warranty expense is much easier to estimate accurately than claims from a
disaster that doesn’t normally happen.
4. Describe some of the estimates that BP must make to account for the
contingencies associated with the Deepwater Horizon oil spill. By way of
comparison, the Exxon Valdez oil spill took place on March 24, 1989. Litigation
continues as of early 2011.
Some of the estimates that BP would have to figure out would be the amount of
each lawsuit and claim for damages. This is a lofty ambition, but since the future of
the business depends on it, the most accurate prediction is required. The estimation
of costs from the contingent liabilities is needed for an amount to go on in order to
start deciding how those are going to be paid for, should they happen. This is also
why BP would need to estimate how many of these claims would be reasonably
probable. Proper planning during this time is crucial. Without proper planning of
how BP would pay for these contingencies could ultimately result in the demise of
the business. BP would also need to estimate when these lawsuits and claims would
need to be paid should they happen. They should also determine which other
parties should share in those charges; Transocean was the rig owner and Halliburton
was involved in its operation. Violators of the Clean Water Act and the Oil Pollution
Act can also be sued by the U.S. Justice Department. Another question parties
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would have to consider would be a valid the way to determine gross negligence on
the part of BP. As of July 14, 2016, BP had finally finished computing the estimates
of all the claims made against them. It took them six years to simply estimate the
expense of all the claims (BP Announces Final Estimate Of Deepwater Horizon Oil
Spill, But Are They Being Honest?”). The question above states that litigation was
still going on for the 1989 Exxon Valdez oil spill in 2011. The litigation process ended
for Exxon Valdez in October of 2015; it took twenty-six years of litigation for one oil
spill event (“Hearing Ends 26 Years of Litigation over Exxon Valdez Oil Spill”). The
litigation for the BP oil spill is still going on today, nine years later, and no end in
sight, if the Exxon Valdez oil spill case is indicative of its length.
5. If you are the auditor for BP, how would you draw a boundary around the
potential losses? Come up with a list of parties that might be liable to sue, and tell
if it is reasonable for them to sue.
In estimating the potential losses, it is important for BP to continue keeping its
records up to date. Auditors should continually see if anything has changed and if
any progress has been made in the litigation that could change the likelihood of
losses or the amount of losses. Keeping up-to-date information is important in
estimating the boundaries around the potential losses. Like I stated earlier, the
exact amount of losses is more than likely going to be different from the estimated
amount, so as the litigation process goes on, more current information will be
available to revise the amount already on the books, if needed.
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The BP oil spill was coined the largest environmental disaster in U.S. history. It
affected many, many people, and those people wanted to be compensated for their
trouble; people also cared about what the disaster did to the environment and
wanted to help raise awareness. Businesses in the Gulf region suffered greatly
because of this oil spill. The Gulf region is known for being a huge place in the South
for recreation and vacations, and, once the oil spill happened, businesses such as
hotels and tourist attractions were negatively affected as well as businesses in the
fishing industry. Environmental groups could also sue because of the damage done
to the land and wildlife of the Gulf area. Property damage lawsuits are also
prominent; there was a fund set up to help with the relief of the damages caused by
the oil spill. Wrongful death claims are a great possibility of occurring for the eleven
workers that were killed as a result of this. BP shareholders could also choose to sue
BP for the plummeting of the share values (Goguen).
Since oil spills like this don’t happen every day, it is impossible to determine who
has the right to sue and who doesn’t. If someone feels negatively impacted by these
events, then it is up to the judge to determine if those are reasonable or not. I
would say that the lawsuits listed above have some degree of reasonableness to
them. It would also be the job of BP to determine if each of them are reasonably
probable to occur. Property damage and wrongful death claims would be extremely
high on my list to be likely to occur. The deaths and property damages would not
have resulted if it weren’t for the BP oil spill, so I think that BP should be held
accountable for that, and I think they would probably agree and put those high on
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their list to be likely to have to pay. Others such as environmental damages and
shareholder dissatisfaction are fuzzy. I could see how those are things that resulted
from the spill, but they are not as far up on my list for needing to be compensated
for this happening to them. I don’t see shareholder claims getting a high amount
only because that is the risk they take by investing in the company. If the
shareholders were misled by BP, then they might have a good reason for a lawsuit; if
not, I don’t think they should have the ability to sue based on the information I was
given. Overall, this is a process that will take years to determine who deserves what
and how much BP should be liable to pay. This is why litigation has taken this long
and why it will continue indefinitely.
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Case Study Nine
Wendy’s Case
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Summary of the Case:
For this case, we began with an overview of Equity Investments and how to
account for them. Figure 1.1 in the response to part 5 of this case gives a good overview
of Equity Investments using the equity method. It shows how the investment amount is
divided into the book value and the excess of the purchase price over the book value
and how the excess is divided and accounted for. Next, we began answering the
questions. The first question asks a general question about why companies enter into
joint-venture agreements. This required a little bit of research as to just exactly why
companies decide to enter into these joint ventures. What I found were things like both
companies may benefit exponentially, but both can assume the risk of the liability. It
isn’t just one company risking it all; they share the risk. Also, both parties bring things to
the table like human capital and the knowledge that goes along with that. The next
question asked me to explain the nature of the equity method for accounting for
investments and I showed the specific journal entries that occur with the acquisition of
the investment, income earned, dividends received. I also showed the journal entry
under the fair value method of accounting for investments to compare with the equity
method. The third question asked me to explain what the excess was of the purchase
price over the book value of the share of the investments that a company holds. I
explained what that excess is called and how it is accounted for. The next question
asked for certain amounts within the balance sheet in Note 8 for investments. This, and
other questions that asked for certain values within the financial statements, involved a
bit of search and find on my part to find exactly the amounts the questions were asking
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for. Another question asked me to explain how the earnings from the investment in
TimWen affected the earnings before taxes and then asked for the journal entry to
record these earnings under the equity method. It also asked for the journal entry to
record the amortization of the purchase price adjustments. The last question asks
about the statement of cash flows and why certain amounts are added and subtracted
to get the values in the financial statement. After careful consideration of the values, I
came to a conclusion and was able to reconcile the amounts. Overall, this case
challenged me and my knowledge of investments. I was familiar with the equity
method, but this case challenged me to actually put that knowledge to use in a way I
had never really seen before. I am glad that I was able to go through this case and
answer the questions because now I feel like I have a better understanding of what the
equity method is and why we use it. I believe I will be able to take this knowledge into
my career and use it throughout my life.
1. In general, why do companies enter into joint-venture agreements?
A joint venture in business is when two or more companies decide to contribute
knowledge, skill, resources, etc. to a specific project for a specified amount of time.
They also specify in a contract at the beginning of the project the percentage of
profit each party will receive upon successful completion of the project or how much
each will have to pay towards the cost of the project. A company may enter into a
joint-venture because it may lack the resources necessary for a specific project.
Combining with another company’s human capital, such as expert knowledge, and
physical resources, such as money and technology, a company can have a better
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chance to succeed than it could on its own. Also, the risk assumed is able to be
shared between the companies involved in the joint venture. The one company
doesn’t receive all the profit, but it will also not assume the cost of the entire project
(Hall). Sometimes joint ventures make more sense than companies going into a
project on their own, such as the joint venture between Wendy’s and TimWen.
2. Consistent with U.S. GAAP, Wendy’s uses the equity method to account for its
joint venture in TimWen. Explain this accounting method. In your answer, be sure
to comment on how the investing company accounts for its initial investment and
any subsequent income and dividend activity of its investee.
When a company invests in another company and holds 20 percent to 50
percent of a company’s stock, it is said to have significant control of that company.
When it has significant control of a company, the investor uses the equity method of
accounting for that investment. In the acquisition of another company’s stock, the
investor uses the following journal entry to account for the initial investment:
Equity Investment

XXX

Cash

XXX

When the investee earns income, using the equity method, the investor earns a
portion of those earnings and accounts for them using the following journal entry:
Equity Investment
Investment Income

XXX
XXX
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When the investee pays out dividends to its stockholders, the investor receives the
dividend amount, but treats this as a return on investment, instead of dividend
income. This decreases the Equity Investment account as shown below:
Cash

XXX
Equity Investment

XXX

When the investee reports a loss, the journal entry to record this for the investor is
as follows:
Loss on Investment

XXX

Equity Investment

XXX

The reason choosing which method to use to account for the investment is
important is because using the wrong method, such as using the fair value method
when significant influence is exerted, would not accurately account for the
dividends, and it also wouldn’t recognize income when the investee earned income.
For example, under the fair value method, when the dividends are paid, the journal
entry to record it is as follows:
Cash

XXX
Dividend Revenue

XXX

Also, if the company chose to consolidate its records, this would be accounted for
inaccurately, too, because the amount of control exerted wouldn’t match up with
the investment method used.
3. When a company purchases shares (ownership) in another company, the
investment amount may exceed their share of the book value of the underlying
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net assets of the investee. How does the investing company account for this excess
amount under the equity method?
This excess amount is called the Acquisition Accounting Premium. This is the
excess amount paid for an investment in a company over the investor’s share of the
book value of the investment. This premium includes goodwill and purchase price
adjustments. In order to write up the assets to their fair market value, the investor
takes the excess purchase price and writes it up to the investee’s assets as a whole.
The investor has an annual charge to record the systematic amortization and
depreciation within the equity investment account. The goodwill portion of the
excess is not amortized; only the identifiable assets and liabilities are written up to
fair value. The goodwill portion is to be tested annually for impairments, in order to
ensure that it is not overvalued.
4. Consider the information in Note 8. What amount did Wendy’s include on its 2012
and 2011 balance sheets for their equity method investments? Where does this
appear on Wendy’s consolidated balance sheet?
From Note 8, the amount included on the balance sheet for Equity Method
Investments for the year 2012 is $91,742. For the year 2011, the amount for Equity
Method Investments is $89,370. These amounts are found under the Equity
Investments section of the balance sheet (Note 8) across from Joint venture with THI
under the applicable years. This appears on Wendy’s consolidated balance sheet in
the Investments section as noted by footnote (b) on page 78 of the case.
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5. Using information in Note 8, compare the amount recorded for Wendy’s
investment in TimWen at December 30, 2012 with Wendy’s 50 percent share of
TimWen’s equity at December 30, 2012. What accounts for the difference between
these two amounts?
According to Note 8 and the corresponding figure below, the amount recorded
for Wendy’s investment in TimWen at December 30, 2012 is $89,370 thousand.
Wendy’s 50 percent share of TimWen’s equity at December 30, 2012 is $35,283
thousand. The difference amounts to $54,088 and this difference is the Acquisition
Accounting Premium consisting of Goodwill and purchase price adjustments (the
write up of assets to fair value).

(in thousands)

Figure 9.1: Wendy’s Investment Tree
6. Consider the information disclosed in Note 8 regarding Wendy’s investment in the
TimWen Joint Venture.
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a. How did Wendy’s equity method investment in TimWen affect their earnings
before taxes in 2012 and 2011? Where does this appear in Wendy’s
consolidated statements of operations?
Based on Note 8, under the heading “Investment in Joint Venture with
Tim Hortons Inc.,” the Equity in earnings for the period in 2012 is $13,680
thousand; for 2011, that amount is $13,505 thousand. These increased earnings
for Wendy’s considerably. For instance, in 2012, the balance at the beginning of
the period was $91,742 thousand. The investment earnings in TimWen added
13,680 thousand to that beginning balance. The investment was highly
profitable in 2012 and Wendy’s was able to see the results of that similarly in
2011 when the balance at the beginning of the period was $98,631 thousand
and earnings increased $13,505 thousand as a result of the investment in
TimWen. There is also a reduction in its share of income for excess amortization.
In Wendy’s consolidated statements of operations, this is buried in other
operating expenses (net) of $4,335 thousand and $4,152 thousand for 2012 and
2011 respectively.
b. Prepare the journal entry to record Wendy’s share of TimWen’s 2012 earnings.
The journal entry to record Wendy’s share of TimWen’s 2012 earnings is
stated below (in thousands).
Equity Income
Investment Income

13,680
13,680
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Because Wendy’s exerts significant influence on TimWen, the equity method is
used to account for Wendy’s share of TimWen’s earnings. The journal entry
above is for the equity method of accounting for earnings in the investment. If
this was a loss, the journal entry would be swapped and Investment Income
(Loss on Investment) would be debited and Equity Income would be credited
instead. However, this was an income in earnings, so the journal entry is as
stated above.
c. What is the amount of the amortization of the purchase price adjustments in
2012? Prepare the journal entry to record the amortization of the purchase
price adjustments for 2012.
Based upon the average original aggregate life of 21 years, the
amortization of purchase price adjustments for 2012 is $3,129 thousand. This
amount is the amount that is written up to fair value based on the acquisition
price over book value. The entry to record this amortization of the purchase
price adjustment is as follows (in thousands):
Equity Income
Equity Investment

3,129
3,129

d. What amount of dividends did Wendy’s receive from the TimWen joint venture
in 2012 and 2011? Prepare the journal entry to record the receipt of dividends
from TimWen for 2012.
The dividend amount received by Wendy’s from the TimWen joint
venture in 2012 was $15,274 thousand. In 2011, the dividend amount received
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was $14,942 thousand. These amounts, as stated above, are not accounted for
as dividend revenue, but instead as a return on the investment since Wendy’s is
using the equity method of accounting for these investments. The journal entry
for 2012 to record the receipt of dividends from TimWen is as follows (in
thousands):
Cash

15,274
Equity Investments

15,274

7. Consider the information in the statement of cash flows.
a. The operating activities section of the statement of cash flows reports a
negative adjustment for “Equity in earnings in joint ventures, net” of $8,724 in
2012. Reconcile this amount to the information disclosed in Note 8. Explain
why a negative adjustment is made to arrive at net cash from operating
activities.
An increase in equity investments is not an increase in cash; it is just an
increase in the share of income received as a return on the investment. Because
of this, Wendy’s has to subtract the non-cash portion of the increase in the
earnings from income. TimWen income was $10,551 thousand for 2012 and the
loss from the investment in the joint venture in Japan was $1,827 thousand. This
equals the net amount of $8,724 thousand in earnings from equity in 2012. The
Japanese venture didn’t pay dividends, so Wendy’s will subtract this amount in
calculating cash flows.
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8. The operating section also reports a positive adjustment for “Distributions
received from joint venture” of $15,274 in 2012. Reconcile this amount to the
information disclosed in Note 8. Explain why a positive adjustment is made to
arrive at net cash from operating activities.
The distributions received from joint venture are the cash dividends received,
and they are not included in net income. These need to be added back to income
since they are part of income but not yet recorded in income. This amount ($15,274
thousand) is also found in Note 8 under the “Investment in Joint Venture with Tim
Hortons Inc.” heading by the “Distributions received” activity.

Works Cited:
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Case Ten
Johnson & Johnson Case
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Summary of the Case:
For this case, I was asked to take a look at a defined benefit plan, specifically
relating to the company Johnson & Johnson. This topic increasingly became very
interesting to me especially since this is the first time I have really learned about
pensions. This was also interesting to me because I will have to be thinking about my
own retirement plan soon and it is interesting to see how the different types of plans
affect the financial statements of a company. First, I was asked to simply define what a
defined contribution plan and a defined benefit plan actually were. It is important to
note this difference from the very beginning of the case, since the accounting for each
type of plan is different. After I defined the terms, the next question asked specifically
why the retirement plan obligation is a liability. Since it is an obligation, it is easy to
understand why this term is a liability to the company. I was also asked to include a
flow chart of activity from the company, plan manager, and employee. This step was
very helpful as well because the flow of activity helps in understanding what is actually
going on during each step of the pension process. Then I listed some assumptions that
are needed in the accounting for pensions which allowed me to take a deeper look into
how actuaries determine the amount of the pension obligation. I learned how difficult
of a task that is because it contains so many estimates. Next, I defined what service
cost, interest cost, actuarial gains and losses, benefits paid to retirees, actual return on
investments, and contributions to the plan were and how those things affected the
Pension Expense and the Projected Benefit Obligation. The next question asked me to
explain the difference between the actual return on assets and the expected return. I
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explained the difference and how the difference results in a gain or loss accumulating in
the Other Comprehensive Income account. Next, I was asked to find the amount of
pension expense, which Johnson & Johnson calls net periodic benefit cost, recorded on
Johnson & Johnson’s Income Statement. I also included a journal entry that accounts
for the service cost and interest cost of the year 2007. The next question asked me to
find the amount of the pension obligation and asked what exactly that value meant to
the company. Then, I was asked to calculate the settlement rate in 2007 by using the
adjusted Projected Benefit Obligation and the interest cost given. I then explained how
benefits were paid out to retirees and what accounts were affected by this. I was then
asked to find out how much Johnson & Johnson and its employees paid out during the
year 2007. Lastly, I explained what overfunded and underfunded meant in relation to
pension assets and explained how I know the pension obligation was underfunded
during the years 2006 and 2007. This case helped me see the small details of pensions
but also helped me understand pensions better as a whole. It helped me clear up how
to account for a difference in actual and expected returns and what exactly each
account meant to the company and the employee. Through this case, I was able to
learn so much more about pensions than I had previously thought about, and I am
excited to take this new knowledge into my career.
1. There are two general types of retirement (i.e. pension) plans—defined benefit
plans and defined contribution plans.
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a. How do these two types of plans differ? Which type does Johnson & Johnson
have?
Defined contribution plans are plans in which employees of a company
contribute a percentage or amount of their paychecks into a retirement account,
and the employer will match that amount or a portion of that amount and
contribute it to the plan. Employees essentially fund their own retirements
through the contribution they decide to put into their retirement accounts along
with what the employers match. At retirement, the employee takes whatever is
in the investment, no matter how long they stayed at the company or how much
their salary was. Whatever was in the “pot” at retirement is what that employee
takes home.
Defined benefit plans are plans in which the employer guarantees a
specific retirement benefit amount upon an employee’s retirement. Actuarial
assumptions are made in this type of pension plan where estimates are made of
things such as how long an employee will need the benefits after retirement as
well as what the employee’s highest salaries will be throughout their time with
the company. This is the type of pension plan Johnson & Johnson uses. Upon
retirement, the employees of that company will continually receive the benefits
until they are no longer living. Since actuaries estimate the amount of the
liability that the company will incur, the defined benefit plan is a plan based on
estimates and assumptions that can have high volatility.
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b. Explain why retirement plan obligations are liabilities and present a flow
chart of the investment.
Retirement plan obligations are liabilities to the employer because the
employer has the obligation to pay out these retirement benefits upon its
employees’ retirements. The employer has to ensure that there is enough
money in the Plan Assets account to fund the employees’ retirements well into
the future.

Figure 10.1: Flow of Defined Benefit Plan
c. List some of the assumptions that are necessary in order to account for
retirement plan obligations.
An assumption that is necessary to account for the retirement plan
obligation includes the amount of the expected return on the investments. Also,
there are all of the actuarial assumptions that the actuaries have to estimate
such as the length of life of employees, employee turnover, and the amount of
salaries the employees will make.
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2. In general, companies’ pension obligations are influenced each year by four main
types of activities: service cost, interest cost, actuarial gains or losses, and benefits
paid to retirees. Explain each of the four activities in your own words.
A service cost is the extra expense added each year an employee works. This
increases Pension Expense and the Projected Benefit Obligation. Service cost
requires actuarial calculations on the present value of the benefits earned by the
employees during a period. Interest cost is the interest each period on the Projected
Benefit Obligation outstanding. This interest rate is called the settlement rate.
Since the pension obligation is recorded on a discounted basis, this interest expense
is needed. This also increases the Projected Benefit Obligation. Actuarial gains
occur when the actual return of the assets is greater than the expected return or
when there is an unexpected decrease in the liability balance. Actuarial losses are
just the opposite; they occur when the actual return is less than the expected return
or when there is an unexpected increase in the liability balance. These are recorded
in the Other Comprehensive Income (G/L) account. Benefits paid to retirees occur
when the pension plan manager takes money out of the Pension Plan Assets account
and gives that to the employee when that employee retires, per the agreement they
made upon starting work. This also decreases the Pension Benefit Obligation since
that employee is leaving and taking that obligation with them, essentially.
3. In general, companies’ pension assets are influenced each year by three main
types of activities: actual return on pension investments, company contributions
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to the plan, and benefits paid to retirees. Explain each of the three items in your
own words.
The actual return on pension investments increases the Plan Assets account
since that return on the investments is being put into the asset account to fund the
pension obligation. The pension fund manager takes the funds the company gives
him and invests that money to earn a return on the assets so that employees will
have those benefits when they retire. The actual return is the actual money put into
the asset account. The expected return is the estimated return, but it affects the
Pension Expense account, not the Plan Assets. Company contributions into the plan
are necessary to have any money to invest to earn a return on. This is the money
the company personally gives to the pension fund manager to invest. Contributions
are needed when just starting a pension fund and whenever the fund is not earning
sufficient returns to fund the employee benefits. As stated above, benefits paid to
retirees is what is taken out of the pension Plan Assets account and used to pay
retired employees. This decreases the assets account and the pension obligation.
4. In general, companies’ pension expense and pension plan assets both have a
“return on plan assets” component. How do the two returns differ? Explain the
rationale for this difference.
The expected return, which is the estimated return on the investment, decreases
the Pension Expense account. The actual return increases the Pension Plan Assets
account. The difference goes into the Other Comprehensive Income (G/L) account.
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For example, assume the actual return on plan assets is $400 and the expected
return is $500. The journal entry below accounts for the actual return (loss):
Plan Assets

400

Pension Expense

400

This doesn’t account for the estimated value, the expected return. The journal entry
below reconciles these balances (Actual 400-Estimated 500):
OCI (G/L)

100

Pension Expense

100

The amount of the return is estimable, so that estimate helps determine the amount
of pension expense during the period. However, a company cannot put the
estimated amount into the asset account, simply because they have not earned that
amount yet. This is why there is a need to reconcile them using the Other
Comprehensive (G/L) account. For the example above, the actual return was $100
less than the expected return, so this would be a loss. Pension expense also uses the
expected return to reduce market-related volatility within the income statement.
5. Consider Johnson & Johnson’s pension expense detailed on page 61 of the
company’s annual report. Note that the company uses the term “net periodic
benefit cost” to refer to pension expense.
a. How much pension expense did Johnson & Johnson report on its 2007 income
statement?
Johnson & Johnson reported $646 million in pension expense (net periodic
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benefit cost) during the year 2007, according to Page 61 in the details of the
costs of the period. This amount is regularly found on the Income Statement.
b. Prepare the journal entry to record the service cost and interest cost portion of
the 2007 pension expense.
The journal entry to record the service cost and the interest cost during
2007 is below (in millions) (Service Cost $597 + Interest Cost $656):
Pension Expense

1,253

Projected Benefit Obligation

1,253

6. Consider Johnson & Johnson’s retirement plan obligation, that is, the pension
liability, as detailed on page 62 of the company’s annual report.
a. What is the value at December 31, 2007, of the company’s retirement plan
obligation? What does this value represent? How reliable is this number?
The value at December 31, 2007, based on page 62 in this case, is
$12,002 million. This is found across from the title of the account “Projected
Benefit Obligation – end of year” and under the year 2007. This value represents
the amount of liability the company owes (or will owe) for the benefits of retired
(or future retired) employees. This is their liability amount that they are hoping
the plan assets will cover so that the company will not have to contribute more
to the pension obligation. This number is reliable; however, there are many
estimates related to it. This projected benefit obligation is based on actuarial
assumptions. These assumptions are extremely hard to calculate and estimate,
so there is not 100 percent accuracy when estimating this obligation (this is
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partly why there are gains and losses), but actuarial assumptions are the closest
thing to the actual number that companies are able to calculate and depend on
for their financial information.
b. What is the pension-related interest cost for the year? Compute the average
interest rate the company must have used to calculate interest cost during
2007. Does this rate seem reasonable? Explain.
The pension-related interest cost for the year is $656 million, based on
Page 61 and 62. The average interest rate (settlement rate) the company must
have used to calculate interest cost during 2007 was 5.62 percent. Interest cost
is found by multiplying the settlement rate by the beginning Projected Benefit
Obligation amount, amended for the Prior Service Costs. The PSC amendment
amount is $14 million; the beginning PBO amount is $11,660 million. Those two
added together equal $11,674 million. $656 million divided by $11,674 million
equals the settlement rate of 5.62 percent. This settlement rate seems
reasonable compared to the discount rates found on Page 61. The U.S. discount
rate is 6.5 percent and the international rate is 5.5 percent. 5.62 percent is in
the middle of both of these rates, so it is very reasonable compared to the
verified rates of the U.S. and international discount rates.
c. What amount of pension benefits were paid to retirees during the year? Did
Johnson and Johnson pay cash for these benefits? How do the benefits paid
affect the retirement plan obligation and the retirement plan assets?
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Johnson and Johnson paid benefits of $481 million during the year of
2007 based on Page 62. The company did not pay cash for these benefits. The
Plan Assets account funded these retirement benefits. These benefits paid
decreased both the retirement plan obligation and the retirement plan assets.
The asset account was decreased because the benefits were from the Plan
Assets account, so the increase in benefits paid decreases what was in the Plan
Assets account. The Projected Benefit Obligation was also decreased since the
benefits were paid, so that decreases the liability of the company.
7. Consider Johnson & Johnson’s retirement plan assets that is, the pension plan
asset, as detailed on page 62 of the company’s annual report.
a. What is the value at December 31, 2007, of the retirement plan assets held by
Johnson & Johnson’s retirement plan? What “value” is this?
The value at December 31, 2007 of the retirement Plan Assets account
held by Johnson and Johnson was $10,469 million based on Page 62. This value
is the amount still left in the Plan Assets account. This account is used to fund
the pension obligation and pay the benefits of retired employees. Based on the
information given, this fund is underfunded since the Projected Benefit
Obligation in 2007 is $11,660 million and the assets to back that amount up is
only $10,469. Either the return on the investments will eventually make up that
slack or the company will have to contribute to the fund in order to give the
employees what was promised, assuming all estimations of the liability are
correct.
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b. Compare the amount of the expected return on plan assets to the amount of
the actual return during 2006 and 2007. Are these differences significant? In
your opinion, which return better reflects the economics of the company’s
pension expense?
The actual return amount for 2007 is a $743 million increase to the Plan
Assets account. The expected return was $809 million. The estimate was an
overestimate of the return amount, which results in a loss of $66 million. In the
year 2006, there was an underestimate of the return of $265 million, due to the
actual return being $966 million and the expected return being $701 million.
The gain of $265 million and loss of $66 million is significant because there was
only one period in between these large differences. In my opinion, the actual
return better reflects the economics of the company’s assets, but the expected
return better reflects the Pension Expense since that is the amount that affects
Pension Expense, not the actual return.
c. How much did Johnson & Johnson and their employees contribute to the
retirement plan during 2007? How does that compare to contributions in 2006?
(See page 63.)
During 2007, Johnson & Johnson contributed $317 million and its
employees contributed $62 million. These amounts are found under the
“Change in Plan Assets” title on Page 62. In 2006, contributions from Johnson
and Johnson were $259 million and contributions from employees were $47
million. Contributions for both parties seemed to increase from 2006 to 2007.
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This could possibly be because more employees are choosing the defined
contribution plans instead of benefit plans and that would cause the employer
contribution amount to go up also in order to match an amount to what the
employees are putting in to the fund.
d. What types of investments are in Johnson & Johnson’s retirement plan assets?
Johnson and Johnson used debt and equity securities as investments for
the retirement plan assets based on the information provided by the case.
These investments are what is going to be funding the pension obligation for the
company to be able to pay out benefits to retirees.
8. Is the company’s retirement plan under funded or over funded at December 31,
2007? At December 31, 2006? Where does this funded status appear on the
company’s balance sheet?
At December 31, 2007, the company’s retirement plan was underfunded. The
retirement plan was also underfunded at Dec. 31, 2006. This funded status can be
found beside the account “Employee related obligations (Notes 5 and 13)” on the
balance sheet. The plan was underfunded by $1,533 million at the end of 2007.
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Case Study Eleven
On the Balance Sheet-Based Model of Financial Reporting Case
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Summary of the Case:
Kieso, Weygandt, and Warfield, the writers of my Intermediate Accounting
textbook state the primary objective of financial reporting is “to provide financial
information about the reporting entity that is useful to present and potential equity
investors, lenders, and other creditors in making decisions about providing resources
to the entity” (Kieso, Weygandt, Warfield 40). This article focuses on the battle
between the balance sheet approach to accounting and the income statement
approach in trying to fulfill that objective. Through the exploration of these two
approaches, the author of this article found significant flaws of the balance sheet
method that FASB has accepted. The first thing I did for this case was read the
twenty-four-page article and write a summary on it. Through reading this selection
carefully, I learned many things such as what exactly the author meant by these two
different approaches and why this is such a big deal to explore. I learned other
things like the Financial Accounting Standards Board (FASB) and the International
Accounting Standards Board (IASB) are trying to rethink and restructure basic
conceptual frameworks so that the emergence of the two standards could be
possible. After summarizing the article, I discussed how this article changed my way
of thinking. I learned a lot through this article, such as the things listed above that I
will carry with me from now on, but the biggest thing I learned while reading this
was the importance of FASB’s decisions and how I am to respond to the standards
they set in place. Before I read this article, I was unaware of just how much goes
into these standards that I am learning in my Intermediate Accounting textbook. I
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learned about how most companies are focused on their earnings and how the
balance sheet approach may not be the best accounting method for most
companies to prioritize. Next, I thought about my future career and about how this
article would affect my career. Again, I learned many things from this article that I
can take with me to my future career, such as respecting the FASB and all the work
they go through to have these standards in place and the need for appropriate
accounting methods that accurately portray business functions. I also thought about
how the FASB’s and IASB’s convergence could possibly be in my future at some
point. I pondered how exactly that could make my job easier than it would be now
with two separate standards to follow. I am glad I read this article because it
opened my eyes to new things that I had never known to think about before. I have
a newfound appreciation for accounting research and could see myself one-day
participating in research of my own.
1. Read and thoroughly summarize the attached article.
Before the introduction to this article, the writer starts off giving the readers an
overview of what the article is about and some of the topics that will be discussed,
such as the importance of earnings for a company. This overview begs the question
of what a “good” model of financial reporting looks like, and the author attempts to
answer this question throughout the article. The introduction to this article starts
with telling the readers about the FASB and IASB reconsidering their conceptual
frameworks so that eventually, once everyone agrees upon the same conceptual
foundations, they can begin to become one standard that all accountants and
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readers of financial statements use. This introduction stresses the need for a correct
foundation; simply agreeing on a concept for the sake of eventual convergence
could be harmful instead of beneficial. The second section in this paper describes a
background and history of current developments and defines the balance sheet
approach to accounting and the income statement approach to accounting. Simply
put, the balance sheet approach holds assets and liabilities as the primary goal of
financial reporting, whereas the income statement approach holds earnings as the
primary goal. The income statement approach was more accepted until the 1970s
when FASB had to decide on a conceptual foundation and chose the balance sheet
approach because it “is the only logical and conceptually sound basis of accounting”
(“On the Balance Sheet-Based Model of Financial Reporting” 6). This paper states
that the IASB followed in FASB’s footsteps and undertook a balance sheet approach
as part of its framework, partly to be consistent with FASB. The next section of this
paper addresses four main critiques of the balance sheet approach to accounting.
The first critique addressed is that the balance sheet approach is problematic
because it does not accurately portray the business functions of most companies.
This section describes that the balance sheet approach ultimately holds assets as the
main source of value to a company, when in reality, most company’s operations
(except for those companies whose only assets are marketable securities, for
example) are what produces the most value for the company. Businesses are
concerned with earnings; there is no question about it, and the earnings are coming
from the day-to-day operations, not the occasional selling of Property, Plant, and
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Equipment. This is not to take away from the value of the PPE or Inventory or any
other asset that a company holds, but those things are not essentially what makes
money for a company. One major point in this section is that most businesses follow
an income statement mode of operations, and consequently, manage their
businesses following an income statement approach. The main problem here is that
after knowingly following the income statement approach for operations, they turn
around and follow the balance sheet approach for financial reporting purposes. The
second critique states that the “alleged conceptual superiority of the balance sheet
is unclear” (“On the Balance Sheet-Based Model of Financial Reporting” 14). This
addresses FASB’s attempted separation of assets and income. These two are clearly
related; when there is an asset, there is generally income produced from that asset.
When there is income, there is generally an asset that backs up that flow of income.
This critique enforces the idea that one cannot be more superior than the other, but
the author states that the income statement approach is the most practicable to
use. The third critique introduces the idea that balance sheet accounting might be
partly to blame for the decrease in usefulness of earnings. Since investors primarily
use earnings to evaluate the success of prospective investments, it is important to
have this information reported properly so that it can influence decisions. However,
because the balance sheet method has produced a decrease in the usefulness of
earnings, earnings today are less useful to predict future earnings. The fourth and
final critique of the balance sheet approach to accounting is that it relies heavily on
discretion and estimates of assets. If the success of a company relies on estimates,
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then the validity of the reports could be in jeopardy. The next section gives a few
suggestions about what a “better” conceptual framework for accounting might look
like. The author mentions a need for a distinction between operating and financing
activities on all financial statements which would mean that one bottom line
number that supposedly summarizes the entire performance of a company would
not exist. Another suggestion the author makes would be to make the matching
principle and revenue recognition more of a priority, since “matching considerations
are at the very core of how businesses are run and create value” (“On the Balance
Sheet-Based Model of Financial Reporting” 22). The conclusion mentions that this
paper was written merely to spark a debate, not offer one solution that is a fix-all for
accounting framework. The author states that this is a topic that will be debated for
years to come, but stresses the importance of getting it right.
2. How did reading this article change your current way of thinking?
Before reading this article, I didn’t realize the significance of the two different
approaches to accounting. I knew the significance of the balance sheet and the
income statement, but it never occurred to me that one was more important than
the other for any reason. After reading this article, I see now that one approach will
always be favored over the other. Through this article, I got a glimpse into all of the
decisions FASB has to make and the difficult process that it is to make a decision.
From simply reading these standards in my accounting textbook, I never really took
into account that someone has labored over each and every standard I am learning
about. I didn’t realize the hours, days, even years of debating that took place over
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each small decision. Also, before this case, I didn’t realize that the FASB and the
IASB were constantly trying to converge. I knew the problems surrounding the
difficulty in accounting for a company who is both international and in the United
States, but I didn’t realize that these boards were trying to decide on the same
foundational approaches so that eventually they can become one. This article also
got me interested in the researching part of being an accountant. Before, I had
more of a “do what the standard says” way of viewing things. Now, I will wonder
why one standard was chosen over another one or how a specific decision came
about. This paper gave me a new respect for people who spend their lives devoted
to finding new and improved ways of doing things. I know that this article has the
ability to influence the decisions of FASB, but I also know that there are so many
articles like this one that never even reach the hands of the board members. Each
one has had countless hours put into it. Specifically, from this article, I learned the
importance of how a company reports its earnings and assets. From class, it is not
always easy to separate yourself from working problems including net income or
assets and actually realizing the real world impact. This article helped me
understand the actual impact that these numbers, however reported, have on
people such as investors. Also, this article brought to light the inconsistencies in
FASB’s decision to adopt the balance sheet approach over the income statement
approach based on the definition that earnings is a change in value. I agree with the
claim that one needs to know the value of something before he can know the
change in value of it. However, the author of this article points out that assets are
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defined as probable future economic benefits, which are, in essence, earnings.
Although FASB does its best to account for things fairly and consistently, this
inconsistency is merely one of the many that exist in our accepted standards.
Because of this case, I will now be on the lookout for more articles such as these so
that I can learn about different approaches to accounting standards and possibly
come up with some of my own.
3. How will you use this information in your future career? Be thoughtful and
creative about the situations you will encounter where this article will affect your
beliefs and the way you carry out your future job.
When I read this article, I was convinced that this constant changing of standards
and ways of doing things would be a headache throughout my career. While that
may be true, I now realize the importance of it in my studies now and in my future
career. Ways of doing things will always be changing; people are always finding
newer, better ways of doing things. It is important to quickly adapt to these changes
in order to be successful in the accounting profession. Another example of how this
will affect my future career would be the way I account for companies who are both
within the United States and outside of it. Since I have not had much experience
with accounting for businesses internationally, I don’t know exactly what
accountants for these companies have to go through to satisfy two different
standards boards, but I could imagine it to be a lengthy process. Since the FASB and
IASB have been trying to converge since 2002, a future where there is only one
standard for both the U.S. and international countries could be possible within my
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career. This would, I’m sure, make my job easier because of the fact I would only
have to follow one set standard. Also, because of this article, I will always be
mindful of the decisions that these boards are slaving over every day. I will not
simply take those for granted. Starting now and into my career, I will also make it a
priority to understand the significance of each decision, not simply follow it without
any knowledge of the decision. From this article, I now have the desire to read more
articles and learn what other accountants are saying about these decisions and
standard changes. I also would one day like to be able to influences decisions myself
by researching certain topics. I could see myself someday combing through certain
tax laws trying to find answers to my questions of how to account for things for my
clients. Since I haven’t had any on-the-job experience at an accounting firm yet, I
haven’t necessarily known what exactly my job activities would look like. However,
from reading this article, I believe I have a great chance of really enjoying my career
and thriving in situations that allow me to research things such as balance sheet
accounting versus income statement accounting and matching expenses to revenues
and so much more. The one thing that stood out to me in this article was the
recurrence of the idea that a foundational conceptual framework was necessary if
any decision regarding accounting was to be made. This stood out to me because I
think that it is most definitely important to be on the same page with colleagues
about clients while working to maximize a client’s profitability. It is also important
because if I disagree with someone, we have to be able to speak about the issue
with the same goal in mind of helping our client. Knowing what drives a company,
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which most of the time is earnings, is important to focus on when working with a
client to ensure that I am doing the most to help that client that I possibly can. I will
take the accounting and non-accounting related new knowledge that I learned from
this article to my future career, and I hope to be a better accountant because of this
article and case.
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Case Study Twelve
Google Inc. Case
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Summary of the Case:
I began this case by reading an article called “Non-GAAP Performance
Measures – Virtue or Vice?” This article starts by explaining what exactly a non-GAAP
performance financial measure is. A non-GAAP performance financial measure is a
“number representing a company’s historical or future financial performance, financial
position, or cash flows that excludes amounts otherwise included in…the most directly
comparable U.S. GAAP measure” (Afterman 48). By using both GAAP financial reporting
and non-GAAP financial reporting, companies believe that these both give investors a
better understanding of the company better than just GAAP financial reporting alone
could. After all, the GAAP financials of a company are not the only important measures
of what makes a successful company. By companies giving more information about
things such as losses on debt extinguishments and stock compensation, investors are
getting information that they never would have known if it weren’t for these non-GAAP
financials. The article mentions some obvious drawbacks in using non-GAAP financial
measures such as it makes companies incomparable. Not everyone will report the same
things in their non-GAAP financial measures because there are no specific items that
may be properly included or excluded, and it is time consuming to go through and figure
out where those numbers are actually coming from. The article also addresses the fact
that regulators are finding it difficult to name what these non-GAAP measures should be
referred to as. This case deals directly with the non-GAAP financial measures of Google,
Inc. After reading this article, I read the excerpts from the press release of Google’s
2013 fiscal year results in the case documents and reviewed the statements
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accompanying this press release. The press release gave valuable information as to
what non-GAAP financial measures Google used for these earnings amounts and why
they use them and believe they are important for investors to know. The first question
asked about these non-GAAP measures and asked me to find the adjustments Google
made and to decide if I agreed with these adjustments or not. The second question
asked me to read and interpret the charts given on page 14 of the case. The first chart
shows Google’s stock price from the beginning of 2013 through the beginning of 2014.
The second chart is a comparison of Google stock price to the NASDAQ Index, or the
average of the market. Next, I determined if the market perceived the earnings report
in the press release included in this case as “good news” or “bad news.” Next, I read an
article from the Wall Street Journal from January 30, 2014. The information in this
article pertained to projected earnings, actual earnings, and how Google is shifting some
things, such as advertisements, due to different demands from changing technology. I
responded to what this article mentioned about potential concerns for investors and
why I think Google stock market price has continually grown. This case taught me so
much about the stock market and how to interpret non-GAAP financial measures. I had
never thought about many non-GAAP items simply because I am still learning all of what
GAAP requires. It is interesting to learn about, though, since I know that GAAP doesn’t
have all the answers to why a business was successful or why it wasn’t. There are many
factors to success and non-GAAP financials provide a clearer picture of the whole
business better than GAAP financials can on their own. I realized how important it was
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to combine these two and to use both of them to make an informed decision about how
the business is to make changes for the betterment of the company.
1. Read the excerpts of the press release titled “Google Announces Fourth Quarter
and Fiscal Year 2013 Results” and review Google’s operating performance reported
in the statements of income accompanying the press release.
a. The press release includes information about non-GAAP financial measures for
the fourth quarter of 2013. Consider the table that reconciles GAAP measures
to the non-GAAP measures. What explains the difference between GAAP net
income and the non-GAAP equivalent? Do you agree with each of Google’s
adjustments in computing non-GAAP earnings? Why or why not?
Based on the chart on page 13 of this case, there are a number of
adjustments that are calculated and applied in order to reconcile GAAP-based
net income to the non-GAAP equivalent. These measures include the calculation
of operating margin, the elimination of stock-based compensation expense and
the tax effects related to them, the elimination of restructuring and related
charges as well as the tax effects related to those, and the elimination of net loss
from discontinued operations. Stock-based compensation expense recurs and it
is also an operating expense. I agree with each of Google’s adjustments in
computing these non-GAAP earnings because in the press release, it clearly
states that these non-GAAP numbers are to be used as a supplement to the
consolidated financial statements and are not to be used in isolation nor are they
superior to the GAAP-based financials. In this press release, it also states that
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management uses these numbers for decision-making and for comparability
from period to period; these things might have been overlooked if they were
simply looking at the GAAP-based numbers. On page 10 of the case, it states,
“Our management believes that these non-GAAP financial measures provide
meaningful supplemental information regarding our performance and liquidity
by excluding certain expenses and expenditures that may not be indicative of our
recurring core business operating results…” Google believes that these numbers
help facilitate decision-making and offer insights to investors. If this has been
proven to Google as beneficial, and they are presenting a reconciliation between
the two numbers, then I believe that Google should be able present that
information.
Also, in the article, “Non-GAAP Performance Measures - Virtue or Vice?”
the author lists some of the most frequent items added to or deducted from net
income to arrive at adjusted EBITDA such as restructuring charges and stock
compensation, two of which are used by Google. The fact that these are so
commonly used proves that these numbers, adjusted for these items, are
beneficial to more than one company. It also presents the idea that without
these non-GAAP numbers, companies would only be looking at part of the
information that they have the ability to use. Non-GAAP financials have the
ability to impact decisions of management, and are therefore, important
numbers to calculate and use.
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2. Use the attached stock-market charts for Google for the period January 1, 2013,
through February 14, 2014, to answer the following questions.
a. Compare Google’s fiscal 2013 earnings performance with the movement in
Google’s stock price over 2013.
Without actually having each quarter’s earnings performance amounts, it
is hard to decipher what actually caused the changes in Google’s stock price over
2013. It is clear to see, though, that at the end of most quarters, there was a
spike in the price of the stock. When the financial earnings performance of
Google was released each quarter, there seemed to be something investors liked
and wanted more of, hence the increase in price of the stock. This sudden
attraction to Google stock could be linked to a number of different factors. This
very well could be from the non-GAAP financial information that Google
presents to investors that makes the company look more attractive to invest in.
It could also be strictly from the net income amount that was presented that
made investors want to invest in Google. Whatever the reason, Google stock
price is overall increasing each quarter.
b. Compare Google’s 2013 stock price performance with the performance of the
broader set of firms trading on the NASDAQ exchange (that is, the NASDAQ
index).
By looking at the second chart on page 14, we can clearly see that the
Google stock is doing better than the average company. The red line represents
the NASDAQ Index, or an average of the stocks on the market. The blue line
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represents Google. Google is pretty consistently above the average, which tells
readers that Google stock is doing pretty well. Also, both lines are pretty steadily
growing upwards, but Google, especially in the last quarter shown, is doing leaps
and bounds ahead of most companies.
c. Based on the stock market chart, did the market perceive the earnings news in
Google’s press release dated January 30, 2014, as “good news” or “bad news”?
Note: the press release was made available after the close of trading for the
day.
It is a little fuzzy where exactly the arrow is pointing to in this chart, but I
believe that no matter what exact amount it is meant to be pointing to, Google
stock price is increasing. There looks to be a slight dip in stock price after
Quarter 4 earnings was released; however, Google must have quickly recovered,
because after the slight dip, stock price continued to increase to the end of the
chart. I would say the press release presented good news for the company
because even if there was something that caused stock price to go down for a
few days, it was quickly fixed, and stock price continued to grow on into 2014. It
couldn’t have been very bad news or the stock price would not have recovered
so quickly.
3. Read the Wall Street Journal article from January 30, 2014 titled “Google Reports
Higher Profit.”
a. According to the article, how did Google’s fourth quarter revenue and earnings
compare to the consensus analyst forecasts at the time of the earnings press

Financial Accounting Principles: A Collection of Case Studies | 124

release? Are these relations consistent with the positive stock market reaction
following the press release?
According to the article, revenues for the period were $16.9 billion and
the projected amount was $16.8 billion. Revenues were higher than expected,
so that was great news for investors, which would make sense given that the
stock price rose. However, earnings, excluding stock-based compensation and
other items, were $12.01 a share. Analysts had predicted $12.20 a share. As
disappointing as that was to investors, it did not seem to affect the reaction of
the stock market that much. Stock prices still went up, even though non-GAAP
net income was down from projected. We don’t know the projected amount of
GAAP-based income, but the actual amount was $3.38 billion, which was an
increase from the year before. Perhaps as long as the net income amount was
growing, investors were happy, and that kept the stock price up.
b. What other factors does the article discuss that might contribute to the
market’s positive reaction to the earnings press release? Are there any factors
that might cause investors to be concerned about Google’s recent
performance?
The article mentions that there was an increase in ad revenues, namely a
31 percent growth in clicks on the company’s search advertisements. This
must have made investors happy; however, the article also states that the
amount Google receives per click from advertisements has declined by 11 percent
from the last year. This is most likely caused by the shift towards social media
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and the “clicks” being on smart phones instead of desktops. This could be a
concern for investors, but it seems as though the consistent opinion of investors
is essentially that Google will figure it out. Google is making efforts to improve
smartphone capabilities; they have made progress in implementing things such as
image-based ads to show that they are working towards a solution to this shift in
technology. Aside from advertisement revenue, Google is doing well in app sales
via the Google Play store on Android devices. Capital expenditures are also
growing for Google. Also, investors and analysts were more likely than not
thrilled with the sale of Motorola. This potentially eliminates a distraction from
android-focused projects and boosts Google’s bottom line.
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